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FENNEMORE CRAIG, P.C.
Norman D. James (No. 006901)
Jay L. Shapiro (No. 014650)
3003 N. Central Ave.
Suite 2600
Phoenix, Arizona 85012
Attorneys for Chaparral City Water Company

IN THE MATTER OF THE APPLICATION
OF CHAPARRAL CITY WATER
COMPANY, INC., AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE FAIR VALUE
OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN
ITS RATES AND CHARGES FOR
UTILITY SERVICE BASED THEREON.

Chaparral City Water Company, an Arizona corporation ("Company"), hereby

submits this Notice of Filing Rebuttal Testimony in the above-referenced matter.

Specifically filed herewith is Company's Rebuttal Testimony, which includes the

following testimonies, along with supporting schedules and/or exhibits:

1. Rebuttal Testimony of Robert N. Hanford,

2. Rebuttal Testimony of Robert J. Sprowls,

3. Rebuttal Testimony of Thomas J. Bourassa (Rate Base), and

4. Rebuttal Testimony of Thomas J. Bourassa (Cost of Capital).

DATED this 3 let day of October, 2008.

I

I 14

Rx

r '/
M J

\\
BEFORE THE ARIZONA coRpoRAT1o1*¢c01v11v1IssIcI

!"§.")1
vw-

FENNEMORE CRAIG, P.C.

By
Norman D. James
Jay L. Shapiro
3003 North Central Avenue, Suite 2600
Phoenix, Arizona 85012
Attorneys for Chaparral City Water Company

,/),W,_ 0.

DOCKET NO: W-02113A-07-055 l

NOTICE OF FILING

Ariz"""= F.gr \.

9

. r
.

_.._\ \. l J

I

\1\\\\\\\1\\1\\111\\\\ \|

0 ¢
r ,

. A - »

00000901 43

1 ) M\

"mmIss10n

26

FENNEMORE CRAIG
PRorl;ss1ol~:AL CoapoRATzol~

PHOENIX

E l



»~'v

ORIGINAL and thirteen (13) copies
of the foregoing were filed
this 3 let day of October, 2008, with:

Docket Control
Arizona Corporation Commission
1200 W. Washington St.
Phoenix, AZ 85007

Copy of the foregoing was hand delivered
this 3 let day of October, 2008, to:

Teena Wolfe, Administrative Law Judge
Hearing Division
Arizona Corporation Commission
1200 W. Washington St.
Phoenix, AZ 85007

Robin Mitchell, Esq.
Legal Division
Arizona Corporation Commission
1200 W. Washington Street
Phoenix, AZ 85007

Daniel W. Pozefsky, Esq.
Residential Utility Consumer Office
l l10 W. Washington Street, Ste. 200
Phoenix, AZ 85007
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1.

Q,

INTRODUCTION, PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

Robert N. Hanford, 12021 N. Panorama Dr., Fountain Hills, Arizona, 85268.

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

IA. am employed by Chaparral City Water Company ("CCWC" or the "Company")

as its District Manager.

Q- DID YOU PREVIOUSLY PROVIDE TESTIMONY ON BEHALF OF THE

COMPANY IN THIS CASE?

Yes, my direct testimony was filed in September, 2007, with the Company's

application. I also provided testimony in September, 2008, in support of

Company's motion for approval of interim rates.

Q- WHAT IS THE PURPOSE OF THIS TESTIMONY?

To further support Chaparral City's application for rate relief by responding to

certain aspects of the direct testimony of Utilities Division Staff ("Staff") and

RUCO. Specifically, I have reviewed the filings made by RUCO and Staff and in

my rebuttal will discuss (l) the Company's settlement with Fountain Hills Sanitary

District ("FHSD"), (2) our recent acquisition of an additional CAP allocation,

(3) removal of certain wells and treatment facilities from rate base, (4) expense

"normalization", (5) rate case expense, and (6) reduced revenues from water sales

to golf courses. Because Mr. Bourassa also addresses each of these issues, where

appropriate, I have also included citation to his rebuttal testimony on these

subjects.

11.

Q-

SETTLEMENT WITH FOUNTAIN HILLS SANITARY DISTRICT.

PLEASE SUMMARIZE THE CIRCUMSTANCES THAT GAVE RISE TO

THE SETTLEMENT WITH FHSD?
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8 and Well No. 9. When FHSD was unable to provide replacement water sources,

a settlement was negotiated and a settlement payment was collected by CCWC. I

provided a more detailed discussion of the background in my direct testimony

("Hanford Dt.") at 9-11 .

Q- WHAT WOULD HAVE HAPPENED IF CCWC AND FHSD DID NOT

REACH A SETTLEMENT?

I believe we would have had to litigate with the local sewer utility service provider

or simply live with their impairment of our assets.

Q- HOW DID THE COMPANY PROPOSE TO TREAT THE PROCEEDS

FROM THE SETTLEMENT?

I will leave it to Mr. Bourassa to explain the specifics of the accounting and

ratemaking treatment. Direct Testimony of Thomas J. Bourassa ("Bourassa Dt.")

at 10 & 18, Rebuttal Testimony of Thomas J. Bourassa (Rate Base, Income

Statement, Revenue Requirement, Rate Design) ("Bourassa Rb.") at 13. In simple

terms, we believe that the proceeds should be treated in a manner that shares the

benefit equally between the Company and its customers, and that is how we have

treated these proceeds on our books and in our audited financial statements. We

believe this is fair, and we also understood it was consistent with past treatment of

settlement proceeds in Commission proceedings.

Q- ARE YOU AWARE OF STAFF'S RECOMMENDATION TO RECOGNIZE

THE PROCEEDS IN A MANNER THAT SOLELY BENEFITS THE

RATEPAYERS?

A. Yes, I have reviewed Mr. Millsap's testimony.

recommendation.

We do not agree with his
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Again, I will leave it to Mr. Bourassa to address the ratemaking implications of

Staff's recommendation. Bourassa Rb. at 13-15. The Colnpany's perspective is

straight-forward-why would CCWC ever pursue litigation or settlement against a

third-party that impairs our assets if there is no benefit to the utility? The answer

is-we wouldn't, and I suspect any other utility would share a similar view. There

is too much risk. Instead, in circumstances like the FHSD settlement, we would be

better off shutting down the impaired assets, replacing them and basically starting

all over. That is the decision we would be forced to make in the future if Staffs

treatment of the settlement proceeds was adopted by the Commission. We have an

obligation to our customers, but also to our shareholders. I believe the

Commission should strike the same balance.

Q- IS MR. MILLSAP CORRECT THAT CCWC NEVER SOLD THE WELLS?

IYes, we still own the wells, so guess characterizing it as a "gain on sale" is not

technically correct. I understand that the Company has actually recorded the

settlement proceeds as a "gain on settlement for removal of wells" in the 2005

Audit Report. Bourassa Rb. at 13. I assume the income to CCWC had to be

characterized in some manner, but cannot imagine how this sort of

characterization would support Staff' s position that the Company should receive no

benefit from the settlement.
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Q. COULD CCWC STILL SELL THE TWO WELLS?

In theory, yes. But I don't see much of a market for Well #8 which is a small

60 x 60 foot parcel in the middle of a condo complex or Well No. 9, which is an

impaired well on a third of an acre parcel right next to a strip center where the

buyer would also have to have an independent right to pump these wells in an

Active Management Area. That said, if we did find someone to buy our assets, I

don't see why that "gain on sale" couldn't be shared equally with ratepayers, just
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like we propose for the settlement proceeds. We really thought we were trying to

be fair with our proposal.

Q- WHAT ABOUT MR. MILLSAP'S TESTIMONY THAT YOU MADE A

MANAGEMENT DECISION TO REMOVE THE WELLS FROM

SERVICE?

On page 5 of his direct testimony Mr. Millsap incorrectly states that both Wells #8

and #9 were removed from service as part of the FHSD settlement. Well #8 was

historically used only as a raw water source for irrigating Fountain Park and

providing water to Fountain Lake. Well #9 was impaired and taken offline due to

its proximity to one of the FHSD's aquifer storage and recovery wells ("ASR").

All of this was handled in a cooperative and amicable negotiation process between

and FHSD and CCWC, with both parties choosing to avoid the time and expense of

litigation.

Q- WHAT ABOUT MR. MILLSAP'S TESTIMONY THAT CCWC REPLACED

THE WATER FROM THE IMPAIRED WELLS WITH CAP WATER. IS

THIS CORRECT?

This testimony is not quite accurate. Millsap Dt. at 13. The settlement proceeds

were used solely for backbone water infrastructure prob ects .

Q. WHAT ABOUT MR. MILLSAP'S CLAIM THAT THE COMPANY WAS

ALREADY COMPENSATED BY RATEPAYERS FOR THE TWO WELLS?

It seems to me like Mr. Millsap is claiming that the customers own our assets.

They don't. CCWC bought and paid for the assets in full and through the

ratemaking process it received a return on and of that capital investment.
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Q- YOU HAVE ANYTHING ELSE TO ADD REGARDING THE

RATEMAKING TREATMENT TO BE AFFORDED THE PROCEEDS

FROM SETTLEMENT WITH FHSD, MR. HANFORD?

DO
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Just to reiterate that we believe our proposed sharing of the settlement proceeds is

fair, and that since the proceeds have already been treated this way, a change would

further burden CCWC, adding insult to injury because it would require the

Company and its parent to issue restated financials.

111.

Q-

ACQUISITION OF ADDITIONAL CAP ALLOCATION.

STAFF HAS RECOMMENDED A DIFFERENT RATEMAKING

TREATMENT FOR THE COMPANY'S RECENTLY ACQUIRED

ADDITICNAL CAP ALLOCATION. DOES CCWC AGREE TO STAFF'S

RECOMMENDATION?

Yes, as explained by Mr. Bourassa in his rebuttal testimony. Bourassa Rb. at 6 &

29.

Q- RUCO RECOMMENDS NO RECOVERY OF ANY OF THE COSTS

RELATED TO THE ADDITIONAL CAP ALLOCATION. HOW DO YOU

RESPOND?

RUCO's witness, Mr. Coley, claims that the additional CAP allocation is "not

currently used and useful". Coley Dt. at 20. But RUCO's view of what constitute

"us ed and useful" plant is far too narrow and inconsistent with the realities of

running a water utility.

Q- PLEASE EXPLAIN WHAT YOU MEAN?
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I think it is important to remember the historical perspective on this matter. The

additional allocation was made available to CCWC as part of the Arizona Water

Settlement Aet, an 800 plus page piece of federal legislation that resolved decades

of contentious water issues between states and Indian tribes. All parties who

received additional CAP allocations under the act were made aware that this was a

one-time, take-it-or-leave-it proposition that would never again be made available

to CAP subcontractors.
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With this in mind we considered this acquisition of an additional renewable

water supply to also be like an insurance policy. Currently, Southern California is

facing curtailments in its surface water supplies due to ongoing dry water years and

lack of Sierra snow pack. At the same time, Nevada is spending billions of dollars

to import water from Eastern Nevada and to lower its Colorado River intakes.

These two "elephants" in the room cannot be ignored when we discuss western

water supply from the Colorado River, as the State of Arizona could also be

impacted by these events in the future. From CCWC's direct perspective, the

additional CAP allocation provides us with a drought buffer both from interstate

i
I

!

I

and intrastate demand for Colorado River supply.

Q- CAN YOU RECONCILE RUCO'S POSITION WITH THE INTERESTS OF

THE COMPANY AND ITS RATEPAYERS?

A. No, I can't . Amazingly, it  does not appear that RUCO can either. In response to

data requests from the Company, RUCO admitted that it is in the public interest to

reduce groundwater use in our service territory, that we should take steps to ensure

the long-term security of our water resources, that the additional allocation would
\

;

increase the amount of water we can obtain in t imes of curtailment, and that  it

would be contrary to our customers' interests to not have this additional allocation.

If RUCO agrees that we have acted in a manner that benefits our customers and the

public interest at-large, I do not see how they can recommend that we be denied

any recovery of the cost of obtaining this beneficial asset.
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Q- BUT MR. HANFORD, ISN'T RUCO JUST SAYING THAT ALTHOUGH

YOU ACTED TO BENEFIT THE CUSTOMERS, THIS ISN'T THE TIME

FOR RECOVERY THROUGH RATES?

That seems to be the gist of RUCO's position. But RUCO's position ignores that

we had one opportunity to purchase an addit ional allocation in a fixed amount,
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facts RUCO has also admitted in response to data requests. RUCO also ignores

business reality»-CCWC's shareholder has experienced a steadily declining return

on its investment in Arizona and is not likely to retain an asset indefinitely if it is

not recovering the costs of its investment in any manner. The Company's

shareholder is not a charity in business to subsidize our ratepayers.

Q. WHAT CAN CCWC DO WITH THE ADDITIONAL ALLOCATION IF IT

IS NOT ALLOWED ANY COST RECOVERY?

We would either relinquish the asset back to CAWCD and obtain a refund of our

$1.28 million acquisition cost, or we would find some use of the water, consistent

with Arizona law and our contract with CAWCD, but likely outside of the

regulatory framework. Either way, this will mean that such water will no longer be

available to the benefit of our ratepayers. This also means, in my view, that given

all of the circumstances, the additional allocation is "currently used and useful".

IV.

Q-

REMOVAL OF PLANT FROM RATE BASE.

BOTH STAFF AND RUCO RECOMMEND ADJUSTMENTS TO REMOVE

WELL NO. 8 AND WELL NO. 9, AND THE SHEA WATER TREATMENT

FACILITY NO. 1 FROM RATE BASE. DOES THE COMPANY AGREE

THAT THESE FACILITIES ARE NO LONGER IN SERVICE?

A. Yes. Well #9 was removed from service for the reasons explained above in my

testimony regarding the settlement with FHSD. And though Well #8 could, in

theory, be brought back on line we have no current plans to do so. The Shea Water

Treatment Facility No. l was removed from service in 2005 when it became

impractical and no longer cost effective to maintain the outdated technology

necessary to keep it available as a back-up.
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Q- WHY DIDN'T THE COMPANY REMOVE THESE ASSETS FROM ITS

RATE BASE BEFORE MAKING THIS RATE FILING?
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It was an oversight.

v.

Q-

STAFF AND RUCO NORMALIZATION OF EXPENSES.

STAFF HAS MADE ADJUSTMENTS TO "NORMALIZE" CHEMICAL

AND REPAIRS/MAINTENANCE EXPENSE. YOU HAVE ANY

COMMENT ON STAFF'S RECOMMENDED ADJUSTMENTS?

DO

Yes. Again, I will leave the ratemaking specifics to Mr. Bourassa. Bourassa Rb. at

31-32. For my part, I simply cannot understand how Staff can use 2004 and 2005

expense levels to determine operating expenses that we will be incurring in 2009

and beyond. These expense levels are 5 and 4 years removed from the period when

we will begin to recover these expenses through rates.

Q- WHY WERE CCWC's CHEMICAL AND REPAIRS/MAINTENANCE

EXPENSES HIGHER IN THE TEST YEAR, 2006, THAN 2004 AND 2005?

Costs for the three chemicals we primarily use, sodium hypochlorite, cationic and

anionic polymers, have increased significantly since our previous 2003 test year.

These costs continue to increase. We have also seen a steady increase in contract

labor expense and materials, a trend that leads to a continued increase in Repairs

and Maintenance Expense. With these costs increasing, 2004 and 2005 expense

levels do not reflect our expenses for these operating expenses .

Q. WERE THERE EXTRAORDINARY CIRCUMSTANCES THAT LED TO

THE INCREASE IN THE TEST YEAR CHEMICAL AND

REPAIRS/MAINTENANCE EXPENSE LEVELS?

No, cost increases being experienced across the board are not "extraordinary"-it

is the norm. Based on their responses to data requests, Staff does not appear to be

aware of any extraordinary reason for the increases either.
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BOTH STAFF AND RUCO RECOMMEND DENIAL OF SOME ASPECT
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OF THE COMPANY'S REQUEST FOR RATE CASE EXPENSE. DO YOU

WISH TO COMMENT ON THESE RECOMMENDATIONS?

Hanford
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Yes. Although I note that Mr. Bourassa provides the Company's detailed

opposition to these recommendations in his rebuttal testimony. Bourassa Rb. at 22-

28. For starters, I find Staff"s reduction to our rate case expense from $280,000 to

$150,000 to be bordering on confiscatory. For one thing, Staff bombarded us with

discovery in this rate case, serving more than 300 data requests (counting subparts),

many of which were irrelevant and not applicable to the Company, and many of

which required information that appears to have had no impact on Staff's filing.

This discovery cost the Company tens of thousands of dollars in rate case expense,

not to mention the person-hours required by CCWC and American States personnel

to respond. We were served far more discovery in this case than in our last rate.

This brings me to my second point regarding Staff' s recommendation.

Mr. Millsap states in his testimony that his recommendation is based on rate case

expense awarded to "comparable-sized utilities". Millsap Dt. at 32. None of these

utilities were identified in his testimony. Then, when we asked for these so-called

comparable-sized utilities" to be identified in a data request, Mr. Millsap started by

referring to electric and gas companies in Kansas, and then offered vague reference

to the Commission "awarding rate case expense in a number of dockets." See

Staff" s response to Company data request 1.27, attached hereto as

The bottom line appears to be that Mr. Millsap cannot explain

the basis for his recommendation. Meanwhile, Mr. Millsap clearly failed to

consider our last rate case in which the Commission awarded rate case expense of

$285,000. I cannot think of a utility more comparable to CCWC than CCWC.

And given Staffs position that inflation affects our rate base and cost of capital,

surely Staff should agree that inflation impacts rate case expense making it more

Rebuttal Exhibit 1.
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costly to process this rate case than the last one on a simple apples-to-apples

comparison.

Q- WAS THERE ANYTHING UNUSUAL ABOUT THE LAST RATE CASE AS

COMPARED TO THIS ONE THAT LED TO MORE RATE CASE

EXPENSE BEING REQUESTED AND AWARDED IN THAT LAST RATE

CASE?

No, there are always a number of contested issues in every rate case, and the taxing

requirements for multiple rounds of refiled testimony, hearings, and post-hearing

briefings always apply. Nevertheless, I would note that despite the obvious

impacts of inflation, and the weight of Staff's discovery efforts in this case, the

Company sought less rate case expense in this case than it did in the last rate case.

We felt the amount requested, $280,000, was more than fair.

Q- WILL CCWC'S SHAREHOLDER ABSORB SOME OF THE RATE CASE

EXPENSE INCURRED FOR THIS RATE CASE?

Yes, as we always expect to be the case. Mr. Bourassa's rebuttal contains the

relevant numbers. Bourassa Rb. at 24-25. We understand and accept that some of

the  expense  shou ld  be  absorbed  by  the  Company , but Mr. Millsap's

recommendation simply goes way too far.
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Q- BUT ISN'T THE c o M M i s s I o n SIMPLY DETERMINING A

"NORMALIZED" LEVEL OF RATE CASE EXPENSE AS MR. MILLSAP

CLAIMS?

This does not make any sense to me. Rate case expense is not incurred during the

test year and it is not an ordinary operating expense. It is incurred by the Company

for the exclusive purpose of obtaining rate relief, something the Company cannot

do without spending a substantial amount of money to obtain an order of the

Commission granting rate relief. The Commission should look at the total amount
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incurred, compare it to the amount requested and the amount awarded in other

similar rate cases and reach and award a reasonable level of rate case expense to be

recovered over a reasonable time period.

Q- THE COMPANY ALSO SOUGHT TO RECOVER, IN THIS RATE CASE,

RATE CASE EXPENSE FOR THE APPEAL OF DECISION NO. 68176

AND RESULTANT REMAND. WHY?

Because the Commission told us to seek recovery in this ease when it issued the

remand decision, Decision No. 70441 (July 28, 2008). As a result, the Company

made a supplemental filing seeking to recover $258,511 for the appeal and remand,

which amount represents a removal of one half of the costs for the appeal, because

we lost one of the two issues, and just over half of the remaining amount that was

incurred.

Q, ISN'T HALF A MILLION DOLLARS A LOT OF MONEY FOR THE

APPEAL AND REMAND, MR. I-IANFORD?
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It sure is. But we did not violate the Arizona Constitution and it was that violation

that led to the Court of Appeal's remand. And when the matter was remanded, we

fought hard to make the proceeding shorter, less complicated and less expensive.

Staff and RUCO argued otherwise, prevailed and then hired multiple expert

witnesses that added to the complexity of the remand and made it a lot more

expensive. That was their right, but we should not be held solely accountable for

the major expense that resulted, especially as we have only asked for roughly one-

half of what we incurred as a result of the unlawful decision. This makes Staffs

recommended recovery of only $100,000 for the appeal and remand, not even one-

quarter of what we incurred as a result of the violation of the Arizona Constitution

by the Commission.

Q- BUT WASN'T IT A "BUSINESS DECISION" TO FILE THE APPEAL, AS
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RUCO'S WITNESS TESTIFIES?

A. Yes, it is true that CCWC had to make a "business decision" whether to risk its

money asking the courts to require the Commission to follow the law. But so

what? It was the Commission that failed to follow the Constitution and the Court

that ordered the remand as a result. Had the Constitution been followed in the first

place, as CCWC argued in the rate case, none of the costs for the appeal and

remand would have resulted. And for this reason the Company should receive a

reasonable award of rate case expense.

VII. REDUCTION IN GOLF COURSE REVENUES

Q_ IN THE COMPANY'S FILING, MR. BOURASSA MADE A PRO FORMA

ADJUSTMENT TO ACCOUNT FOR REDUCED WATER SALES TO

GOLF CUURSES IN CCWC'S CCN. HAS THAT TREND CONTINUED?

Yes, although in our tiling Mr. Bourassa only had available 2006 revenues and the

reduction in revenues did not begin occurring until the second half of the Test

Year. Now we know that our irrigation sales to the four golf courses we serve

decreased from 765 .4 ac-ft in 2006 to 196.5 ac-ft in 2007. Further, through the end

of the third quarter of 2008, total irrigation sales are within 5% of 2007 sales for

the same period in 2007.
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Q- RUCO MADE AN ADJUSTMENT TO UTILIZE THE WATER SALES TO

GOLF COURSES IN 2007, RATHER THAN ADOPT MR. BOURASSA'S

PRO FORMA ADJUSTMENT. IS RUCO'S ADJUSTMENT ACCEPTABLE

TO THE COMPANY?

Yes, we believe that RUCO's revenues from water sales are a better reflection of

the level of water sales to golf courses we can expect in the future, a minor benefit

resulting from the unfortunate delay in processing this rate application.

Mr. Bourassa further explains the Company's acceptance of RUCO's adjustment in
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his rebuttal testimony. Bourassa Rb. at 28 .

Q- IS  IT  PO S S IB L E  T H A T  R E V E N U E S  FR O M  W A T E R  S A L E S  W IL L

CONTINUE TO DECLINE IF RATE INCREASES ARE AWARDED?

Yes, especially given the fact that we are seeking to address an anomaly in our rate

design with respect to irrigation water. See Bourassa Dt. at 17. But, at this time,

we cannot know for sure if future sales will decline further beyond what we have

seen since mid-2006 and continuing today, or by how much. We will have to leave

that question for our next rate case.

Q- DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?
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Yes, although I wish to note that my silence on any issue raised by Staff or RUCO

should not be construed as the Company's acceptance.
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STAFF'S RESPONSE TO THE
FIRST SET OF DATA REQUESTS

FROM CHAPARRAL CITY WATER COMPANY
TO THE ARIZONA CORPORATION COMMISSION STAFF

Docket No. W-02113A-07-0551
October 16, 2008

1 .27 .  Identi fy each and every "comparable sized" uti l i ty considered by Staff  in
reaching i ts recommended level  of rate c a s e expense as testif ied to by Mr.
Millsap (Dt at 32).

Response: B a s e d  o n  M r .  M i l l s a p ' s  e x p e r i e n c e  w i t h  t h e  K a n s a s
Commission, he considered companies such as Empire District Electric
Company, Peoples Natural Gas, Western Resources and One OK.

In addition, Staff notes that rate case expense has been awarded by the
Commission in a number of dockets, including, but not limited to,
Arizona-American, docket no. 05-0405, Arizona Water, docket no 02-
0619, Pine Water, docket no.03-0279.

Respondent: Marvin Millsap; Eli jah Abinah

27



FENNEMORE CRAIG
Noonan D. James U\Io. 006901)
Jay L. Shapiro (No. 014650)
3003 N. Central Ave.
Suite 2600
Phoenix, Arizona 85012
Attorneys for Chaparral City Water Company

BEFORE THE ARIZONA CORPORATION COMMISSION

1

2

3

4

5

6

7

8

9

10

DCCKET NO: W-02113A-07-0551

11

12

13

IN THE MATTER OF THE APPLICATION
OF CHAPARRAL CITY WATER
COMPANY, INC., AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE FAIR VALUE
OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN
ITSRATES AND CHARGES FOR
UTILITY SERVICE BASED THEREON.

14

15

16

17
REBUTTAL TESTIMONY

OF
ROBERT J. SPROWLS

18

19

20

21

22

23

24

25

26

FENNEMORE CRAIG
PROFESSIONAL CORPORATION

PHOENIX



TABLE OF CONTENTS

1.
11.

INTRODUCTION AND PURPOSE OF TESTIMONY..
CCWC'S FINANCIAL PERFORMANCE. I

Page

| 1

1

2

3

4

5

6

7

8

9

1 0

11

1 2

1 3

1 4

15

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

21279521

FENNEMORE CRAIG
PROFESSIONAL CORPORATION

PHOENIX

.3



1.

Q-

INTRODUCTION AND PURPOSE OF TESTIMONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

Robert J. Sprowls, 630 East Foothill Boulevard, San Dimas, California 91773.

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by Golden State Water Company ("GSWC"). Currently, I am

Executive Vice President-Finance, Chief Financial Officer, and Corporate

Secretary of American States Water Company ("AWR"), Golden State Water

Company ("GSWC"), and Chaparral City Water Company ("CCWC" or

"Company"). In July 2008, I was named as the next President and Chief Executive

Officer of AWR and its subsidiaries. I will assume my new position on January l,

2009. I have been employed by GSWC since June 2004.

Q- ON WHOSE BEHALF ARE YOU PROVIDING REBUTTAL TESTIMONY

IN THIS PROCEEDING?

On behalf of the Applicant, Chaparral City Water Company ("CCWC" or the

"Company").

Q- DESCRIBE GSWC AND ITS RELATIONSHIP TO CCWC.

A. GSWC is an affiliate of CCWC. Both CCWC and GSWC are wholly-owned by

AWR. GSWC is AWR's principal subsidiary. It provides water utility service to

approximately 250,000 customers in 75 communities in California, and electric

service to approximately 23,000 customers in the Big Bear Lake area in the San

Bernardino mountains .

Q. PLEASE SUMMARIZE YOUR RESPONSIBILITIES IN YOUR CURRENT

POSITION.
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A. I have responsibility for all financial, accounting, and tax matters relating to AWR

and its subsidiaries, including CCWC. In addition, the Internal Audit and Risk

Management Departments report to me.
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Q- WHAT WAS YOUR WORK HISTORY BEFORE JOINING GSWC?

Prior to joining GSWC, I was employed for 21 years by CILCORP Inc.

("CILCORP") and its subsidiaries. During my career at CILCORP, I held several

positions, the most notable of which included Treasurer and Vice President of

CILCORP, Chief Financial Officer of CILCORP's non-regulated subsidiary QST

Enterprises Inc, and Treasurer, Vice President of Strategic Services, Chief

Financial Officer, and Business Unit Leader -- Energy Delivery for CILCORP

subsidiary Central Illinois Light Company ("CILCO"). My last position at

CILCORP was President of CILCO. CILCO is an electric and gas utility with

approximately 1,200 MW of electric generation. QST Enterprises operated

companies in the following markets: non-regulated retail and wholesale electricity

and natural gas, environmental and engineering services, and telecommunications.

Q- PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND.

A. I hold a Bachelor of Arts degree in Economics and Business Administration from

Knox College and a Master of Business Administration degree with a

concentration in Accounting and Finance from Bradley University.

Q- DO YOU HAVE ANY ADDITIONAL TRAINING, LICENSING OR

CERTIFICATIONS?

A. I also hold the Certified Public Accountant (CPA) and Certified Management

Accountant (CMA) designations.

Q- DID YOU PREVIOUSLY PROVIDE TESTIMONY ON BEHALF OF CCWC

IN THIS CASE?

A. No.

Q. WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?
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A. The purpose of my testimony is to discuss, in very general terms, AWR's concerns

over the financial performance of CCWC and some of the positions taken by some
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1 ladies in this proceeding regarding CCWC's financial performance and its need

for rate relief. In so doing, I assume that all the parties to this rate case and the

Commission agree that it is extremely important to authorize rates that will

generate sufficient earnings and allow CCWC to attract capital needed to ensure

safe and reliable utility service. My testimony will address only this subject.

11.

Q.

CCWC'S FINANCIAL PERFORMANCE.

MR. SPROWLS, PLEASE SUMMARIZE YOUR

REGARDING CCWC'S FINANCIAL PERFORMANCE.

CONCERNS

A AWR's management is very concerned about CCWC's ability (l)to obtain an

adequate authorized rate of return that is sufficient to attract capital investment, and

(2) to actually earn the rate of return authorized by this Commission. Regarding

the first point (obtaining an adequate rate of return), the Company has requested a

return on equity of 11.5 percent in this application. Rebuttal Testimony of Thomas

J. Bourassa (Cost of Capital) at 3-4. For the reasons explained by Mr. Bourassa,

we believe that this ROE will enable CCWC to attract capital to invest in the

system.

Equally important as the need to obtain an adequate rate of return is AWR's

second concern, namely, that CCWC must be able to actually earn its authorized

rate of return. Unfortunately, the reality is that CCWC is not currently earning its

authorized rate of return and if it were a stand-alone company, it is doubtful that it

would be able to attract either debt or equity. Moreover, since the last rate case

was decided in September 2005, CCWC has earned less than its authorized rate of

return every year. Based on year-end financial statements, even after removing

goodwill from the equity balance, CCWC's return on equity was 3.47% for 2006

and 3.04% for 2007. See Audited Financials 2006 and 2007
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at Sprowls Rebuttal
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Exhibit 1. We don't anticipate that CCWC will cam its authorized return in 2008

either.

In our view, this inability to am at the authorized level is largely a

consequence of using an historical test year with no allowance for out~of-period

adjustments, the use of historic averaging to reduce operating expenses below

current levels, disallowing adjustment mechanisms for expenses like purchased

water and power that have been steadily increasing, and setting rates of return that

are lower than most.

Q- WHAT is THE PRACTICAL IMPACT OF CCWC'S FINANCIAL

CIRCUMSTANCES?

CCWC's ability to attract capital is diminishing. This can be seen in the

Company's 2009 capital budget, which shows a capital budget for CCWC of

approximately $800,000. This is substantially less than CCWC's recent capital

budgets. I expect this trend of reducing capital investments in CCWC will

continue unless something changes in Arizona. The implication of these reduced

capital budgets is that only those projects that are absolutely necessary to maintain

public health standards and serve customers will be undertaken.
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Q- DOESN'T CCWC HAVE AN OBLIGATION TO INVEST THE CAPITAL

NECESSARY TO ENSURE SAFE AND RELIABLE WATER UTILITY

SERVICE TO ITS CUSTUMERS?

Yes, and CCWC is clearly meeting that obligation. We have no intention of

allowing CCWC's service to deteriorate to the point at which it is failing to meet

minimum service requirements and applicable legal and regulatory standards.

There is a difference, however, between simply maintaining the required minimum

level of service and investing on a proactive basis to ensure that higher quality

service can be continually ensured into the future. An inefficient investment
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strategy is to only repair facilities when repairs are absolutely necessary versus the

value added in preventative maintenance and prudent capital planning and

spending. In the long run, it is more costly to rate payers to maintain the system at

minimum levels.

Q- CAN YOU PROVIDE AN EXAMPLE OF AN EFFICIENT AND

PROACTIVE INVESTMENT APPROACH?
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Yes. A good example of the Company meeting its responsibility is CCWC's recent

acquisition of an additional allocation of Central Arizona Project ("CAP") water.

We invested $1.28 million to acquire the right to additional, renewable surface

water from the Colorado River, which provides greater assurance regarding the

long-term availability of water for CCWC's customers while promoting the State's

policy of promoting sustainable groundwater use. We were not required to make

this investment. We did so to be proactive and to protect CCWC's customers in

the event of a drought or other events that cause a reduction in the availability of

Colorado River. RUCO, however, recommends that CCWC be denied any

recovery on this investment. If RUCO's position were adopted, we would be

penalized for looking out for the long-term interests of CCWC's customers and the

community of Fountain Hills. The message would be that we should not have

made the investment necessary to secure additional Colorado River water, and

instead should rely on groundwater pumping if shortages occur. In addition, even

if the Commission rejects RUCO's position and does allow CCWC to include the

investment in CAP water into CCWC's ratebase, the Commission still needs to

take steps to ensure that CCWC will actually have the opportunity to earn its

authorized rate of return on its investment. Without that opportunity, AWR will be

hesitant to make future investments of this nature despite the positive benefits to

our customers I
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Q. YOU HAVE INDICATED THAT YOU HAVE CONCERNS WITH SOME

OF THE POSITIONS TAKEN BY VARIOUS PARTIES IN THIS

PROCEEDING REGARDING CCWC'S NEED FOR RATE RELIEF.

COULD YOU PLEASE ELABORATE ON THIS CONCERN?

A. Yes. I would like to begin by answering this question with reference to another

recent filing by RUCO in this docket. I understand that RUCO's job is to represent

residential consumers, but the divergence between RUCO's position and financial

reality exemplifies why we are concerned about the financial wellbeing of CCWC.

Specifically, in its response to CCWC's request for interim rate relief,

RUCO argued that there is no basis for interim relief and, moreover, that the

amount of CCWC's request was arbitrary. RUCO's Opposition to Motion for

Approval of Interim Rates at pp. 6-7. In support of this assertion, RUCO took

specific issue with CCWC's concern over its ability to attract capital:

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

The company claims that interim rates will improve its ability
to attract capital from its parent company. Motion, Direct
Testimony of Robert Hanford at 8. There is no question that
the Company's parent is in a position to infuse equity should
it deem it necessary for the Company. The Company's
parent, American States Water, had a recent market price of
$33.80 compared to a 2008 book value of $17.75 per share.
See attached Exhibit A - Value Line dated July 25, 2008. Its
earnings growth is prob ected to improve throughout next year
and it had higher adjusted earnings for 2007 compared to
2006. Id. and Exhibit B - American State's Water's
Shareholder's Report. American States Water's projected
return on equity for 2009 is 11% and its dividends have
increased over the last 5 years. Id. Further, American States
Water's Standard and Poor's credit rating was upgraded in
August 2007 from "A-" with a "positive" outlook to "A" with
a "stable" outlook. Id. The Company's parent is financially
healthy and is a factor that the Commission should consider
in its analysis. [Id.]
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Q- HOW DOES THIS ARGUMENT FROM RUCO ILLUSTRATE YOUR

CONCERNS?
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A. In essence, RUCO appears to be taking the position that CCWC does not need to

raise a sufficient level of revenues from its own operations in order to attract

capital from investors because AWR can divert resources from its other operations.

This argument raises a couple of very serious concerns on my part.

First, RUCO's position is entirely contrary to basic economics. RUCO

would have AWR redirect capital from more profitable subsidiaries of AWR to

CCWC because CCWC is not able to generate enough revenues to attract capital

investors. This is completely counter-intuitive as evidenced by a simple question.

Namely, why would any investor divert its capital resources away from more

profitable investment opportunities in order to invest in an entity that is under-

performing? If CCWC were a stand-alone company, it is my opinion that it would

not be able to attract either debt or equity on its own.

RUCO needs to explain why AWR would invest in Arizona (where we are

earning returns on equity somewhere less than 3.5%) when, as RUC() itself noted,

we have the opportunity to earn a much higher return on our investments in

California? RUCO may be correct that AWR has capital available to invest, but

that fact alone does not mean that AWR can or will invest those funds in CCWC.

RUCO's simplistic viewpoint ignores the fact that the board of directors and

officers of AWR have a fiduciary obligation to maximize the return on invested

capital for AWR's shareholders.

The second concern with RUCO's position is the underlying (but unstated)

notion that AWR's profits from its operations in California should be subsidizing

CCWC's customers. That is clearly what RUCO is proposing. AWR is not a

charity. RUCO's position fails to recognize that we invest our shareholders'
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capital with both an obligation to seek and an expectation of a return on our

investment. If we cannot realize that expectation on our investment, we will likely

have to seek recovery on that investment from other sources. It would be a very

dangerous precedent, if not flatly contrary to the obligation to provide a fair return

on rate base, for this Commission to adopt RUCO's position that California

ratepayers should subsidize CCWC's Arizona customers.

In summary, CCWC's need for rate relief should be based on CCWC's

financial circumstances, not GSWC's or AWR's as RUCO proposes.

Q- DOESN'T SOUND INVESTMENT REQUIRE DIVERSIFICATION OF

INVESTMENTS TO HELP ALLEVIATE THE RISK OF ANY SINGLE

INVESTMENT?

A. Yes, sound investment practice involves diversifying investments across a number

of investment opportunities. But implicit in this concept is the idea that each

investment carries with it the opportunity to earn an expected and reasonable level

of return commensurate with that investment's particular risk. Our recent

investment history in Arizona indicates that CCWC does not provide such an

opportunity. A sound diversification strategy does not include making good

investments in one area in order to offset bad investments in another area. Instead,

the goal is to avoid or sell bad investments.
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Q- SO FAR YOU HAVE SPOKEN PRIMARILY OF RUCO BEING OUT OF

TOUCH WITH FINANCIAL REALITY. HOW DOES THIS RELATE

MORE GENERALLY TO REGULATION OF INVESTOR-OWNED

UTILITIES IN ARIZONA?

As I stated above, RUCO's arguments against the Company's request for interim

rate relief are illustrative of what appears to be the trend in Arizona -- delay rate

relief as long as possible notwithstanding the utility's poor financial health.
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CCWC's current financial circumstances and the present rate proceeding merely

further our concerns.

In this case, I understand that we are still six or seven months away from a

decision, even though CCWC's application was filed in September 2007. CCWC's

current rates are based on a test year that ended December 31, 2003 - more than

five years from when we can realistically hope to obtain rate relief in this case.

Meanwhile, CCWC's operating expenses have continued to increase, and the

Company has continued to invest in additional plant to ensure reliable service.

When new rates are finally approved in this case, CCWC will be two years behind

and have to tile another rate case, just as CCWC was required to seek rate

increases based on a 2006 test year after receiving rate increases in September

2005.

Q. HOW DO YOU SUGGEST THAT THE COMMISSION ADDRESS YOUR

CONCERNS, BOTH IN THIS CASE AND IN GENERAL?

Put simply, the Commission needs to balance the interests of utility shareholders

and rate payers by timely providing rate relief that provides both an adequate return

on rate base and an adequate opportunity to actually am that return. respectfully

suggest the result of failing to do so is bad for the financial health of the regulated

utilities in Arizona.

Q. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?
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Yes.
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f Report nf Independent Auditors

To the Board of Directors and Stockholder of

chaparral Guy Water Company

I
' 4

I
1

u

1
\
z

In nor opinion. the accompanying balance sheet and statement of capitalization and the related statements

of income. common stoclJro!derls equity and cash flows present fairly. in all material respects, the

financial position of Chaparral City Water Company (the "Company") at December 31. 2006, and Thu

results omits operations and its cash flows for the year then ended in conformity with accounting

p,-inciples generally accepted in the United States of Atnericat. These tinaneid statements are the

responsibility of the Company's manatgemtznt. Our responsibility is to express an opinion on these

financial statements based on our audit. We conducted our audit of these statements in uccondance with

gelwradly accepted auditing standatnds as established by the Auditing Staodands Board (United States) and

'M aocordelnce with the auditing standards of the Public Company Accounting Oversight Board (United

States). Those standardslequire that we plan and perform the audit to obtain reasonable assurance about

whether the financial statements are free of material misStatement. An audit includes examining. on a test

basis, evidence supporting the amounts and distdosures in the financial statements, assessing the

accounting principles used and significant estimates made by rnanagemcnt, and evaluating the overall

financial statement presentation. Wc believe that our audit provides a reasonable basis for our opinion.

44/
April 26, z0o1
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chaparral City Water Com party
Statementof income
Year Ended December 31, 2806

Uses-ating revenues
Sales nfwater $7,255,907

Operating axgnennses
Purchased water
Povsm' purchased for pumping

Oihcr operating expenses
General and admfnisuativu expenses
Maintenance
Depreciau'on
Property and other taxes

934,095
618,639
756,952

1,983,106
319.024

L6322458
286.304

6.529.978

(Jperating Incnnw 1,225,929

Uthcr income (expense)
Intercxl incouu:
hll€'fCS! expense

64.397
6 4 3 4 3 3 )

(479,036)

Inc rue from aperatiuus be-fare income tax expense 746,893

lncume tux expense 241,774

NG( income s  5 0 5 , 119

The accarnpanyiug notes are an integral part of these financial st&tB1I161I¥S-
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2006

l. Summary of Significant Accounting Policies

Nature of Operations
Chaparral City Water Company {"CCWC") is a wholly owned eruhsidiary of American Slaves
Waler Company ("AWR"). Prior to October 1 I, 2000. CCWC was a wholly owned subsidiary of
MCD Propcnics Inc. (*MCO"}. on Gctobur ll), 2900.AWR cotuploted the acquisition of!! the
common stock at' CCWC from MCO for an aggregate value of53 LE million, including
assumption ofapproximatcly SEZ million in debt- The acrruisiliun was accounted for as a
purchase and the assets acquired and liabilities assumed have been recorded at their estimated rd:
values. CCWC is an Arizona public utility company engaged principally in the punzhase,
production, distribution and sale of water. The Company serves approximately 13,000 customers
in Fountain Hills, Arizona and a portion of the City of Scottsdale, Arizona. Regulated by the
Ariana Corporation Cornmisaion ("AC'C"), CCWC is required in provide service and gram
crWir to customers within its defined service area.

Basic of Presentation
The preparationof financial statements inaccordance with accounting principlesgem:-rally
accepted in Thu United States of America requires the use of estimates and assumptions that a.P&:c1
(i) the reported amount ofassets and liahilitics, (ii) disclosure ufcomingent assets and Iiagbilitics
known to exist as ofthc date the financial stausmcnrs am published, and GH) the nepwrzsd amount
Of revenues and expenses recognized during pooh pcn'od presented, Actual results could differ
Worn those estimates.

Regtuiawrg* Ac/cnunting
The Conapangfs accounting puiiczies c4:mt'm'm fu accounting principles generally accepted sniffs
United Staxas otAmerica, including the amounting principles for rata-regulated eazterprises,
which reflect the :me-making policies nfihc ACC. and are maintained in accordance with the
Uniform System of Accounts p1'escrihLw:l by the ACC. CCWC is subject to regulating by the ACC
to the amen( necessary to jaimie U18 ACC to determine that CCWC's rates ¢ons»tit'¢zte reasanabie
casts w its m»1s1trsmers. Accordingly, CCWC is sulajeet* tn the provisions of Statement; of'Fiuan¢ial
AccountingStandarffs("SFAST"')No. 7 1, /iccaa<:22fi:zg_for the EjfecNv qfCcnrzin Y§g1eA' of
Regrdarian. CCWCdoes not use regul8icry balancing aacaums in its :axe HEing,s with the, ACC,
which would represent amounts due to Ur from its customers based 4m differences bweiween actual
4:0515 and costs assumed in its rate structure, and accordingly, no such accounts Ar<¢ recorded in
the accompanying Financial stabcmcznts. Defcrmd xaie case expenses are capitalized as regulatory
assets and amortized as specified by the ACC for rate-making, puqnoses.

Cash and Cash Equivalents
Cash equivaicms ccmsisi of highly liquid money market instrumcnxs with original maturities of
three months or less. At times, cash and cash equivatem balances may be in excess of fedemlly
insured limits, The Gcnmpans cash and cash equivalents are held with financial institutions with
high credo( standings.

7
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Chaparral City Water Company
NotesTe Financial Statements
December 31 , zoos

Restricted Cash
ka accexrdancc with the terms at' its iong~tcm1 deb: agreements, CIZWC is required to maintain
amounts on deposit in a true: account (the Debi Sewfcc Reserve)Rmrpayment Rf principal and

'mieresi (Nate 41, Hue funds fn this anoounl vv*iH be maintained until such time that the terms of
axe financing agreement are tulip satisfied. These amounts are classified as "resU'ict&d cash" in
the haiaucc sheet,

At Ucccntber 9 I, 2006, CCWC held $13,261 Rf restricted cash reprcssniing irzierest earned iN
excess of the required balance an tin: Debt Service Reserve rclaled to tow knclustriai Development
Authcmty. In accordance with the requirements of the band indenture, this hnlancc can cly be
uses to pay the next regularly scheduled deb: payimznt.

Accounts Rcccivahle
Accmants receivable is relzcvncd au Thu balance shcctncxl of any allowance br doubtfiii acncouuis-
The afinwance in, based on CCWCYS evalltaticm of the receivable pcrt'€folic.> under current
coudilivtrs and review ofspe<:iE4: problems and such other Factors that, in our judgment. dcselve
rwugnition in estimating itiaes.

Matcwials and Supplies
Materials and supplies are stated at the lower of cosi c»r market, Cost is computed using average
met.

Stility Plant and D.epre»¢iatis;n
CCWC capitalizes as utility plantthe cost :if additimzs and replacementsof rctiremzzm units.
SlJ<:11 costs 'inclurielabor, anaieriai, and certain inriinetn charges.

Depreciation is computed utilizing the: straight-line nmrzztlwd at rates based on the cstimatad useful
lives car the assets :ts prescribed by the ACC. E8ective.Ucto1>er I, 2885, the ACC approved new
depreciation rates for CCWC's us Iggy plant, Depress-iatinn expense, retiected as percentage Ld"
the aggregate dcprcééablc asset balances, was 3.4% in 2086. Expenditures tor maintenance and
repairsare expensedas incurred. Replaced or retired property ws; are ciwnrgcxi to the
accumulaterl provision for ciepreciMk»n.

Impairment of Lang-Liwed Assets
Lomglived assets are reviewed for impairment annuallybr whenever events or changes in
circmnstances indicate that the carrying amnuni of an asset may not be fully rccavenabie in
acx:4;>r8ance with SFAS Ne. 144,A c¢:azan'ing_for the Impairment or Disposal Rf£<mg-Lisrefd
fussers. ccsvc would recognize an impairment loss vniy if the carrying value amount »of lang-

iived asset is not recoverable from its uncfiscozmted cash flows. An impaignrsent loss iS measured
as the excess oft iv eanyijng value over the fair market vail seethe long-iived asset.
Managements udgnxent is involved 'm boft&x dl-:aiding if testing for recovembiiity is necessary and
in estimating undiscounted cash flows. For the year ended December3 1, 2094 an impairment
kiss <3f$9I,835*

8
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Chaparral City Water Company
Notes to Financial Statements
December 31. 2886

Gtladwill
At December 3 L 2006. CCWC had SI I513,X74 Rf gaodwiii. Tim goadwiii repnssenis the
diffcrczmcc between the aggregate purchase price and tin: far valtw oi'CCWC's. net asset. acquired
by ASK in Octabar 2090. Goodwill is reduced Mn an ongtbitzg EIMS to miloct that wtzl tax benefit
reafizwd fran amoniz:ing for tax puspuses, the excess QE tax over bank goodxvéll basis in.
accordance with SFAS No. T 09,.4ccourz!iug_/`21r Income Texas, In awrnrdancfa with SFAS
No. 142, Gauitiwiff and Other Intangible Axaers. givmiwill is rcsied fur impairment at least
annuaiiv on December3 1 and mars freqmzntiy if' asircmnstances indicate thru it may be iuzpafred.
The goodwill %mpainnenr Incirdel is a xo-stap process. First, it requires a comparisntx ufthe Emok
value Rf reL :assets to the fair value, using the texuzinai value method, of the reiatcd operations that
have goodwill assigned to them. If tfte iii fr value is dclennined to be less than bonk value, a
secarsd step is perfcam;W ts ccxmputc the amczml of the: Mnpairnisziz In this pmccss. a fair value
for gfxzdwiil is estimatcci, based in part; on the fair value at the operaiicms use in the first sick.
:Md is ccnropared to its canoing value. The amuunl by which carrying value exceeds ram value
rupr<:se:nfs 8113 amcxurrt of 5.80c1~dwi}I ittxpairnxcm. 'The <:LuT<:nt year analysis Sudicatuci no:
impairmf.:uI,

Revenue'
CCW/C records operating nevenzxes when the service is prWidcd to customers. Revenues incladc
axuuunis hiliecf to customers on a cycle basis based cm meter reading Tb: services provided and
unbilixrd revenues fepxesanting estimarafi amounts to be Eailieaf the usage from the last Meier
reading date ac the end of the accounting period. Actual usage may vary fifer this cstimaie.

Advances for Cnnstructiou & Cantrihutionswin-aid-uf-Cuustrxnztion
Advances for consmxation rcpresem azmaunts advanced lay dev'¢Inpers, which are refundable over
18 to 29 ycmm Refined amauuxs under the contracts are based Qu annual revsnucs fnolnmthe
extensrumm After ad! refunds art: made, any remaining balance is trarsstfstreé to ncmtributions-ix
aid ii' wnslruction. During 2086, appruximawly 34.2 zzzilliun of acivwamces than cxyireé were
transfancd to cnnfributicmns-in-airi otwnszruetioa. Contributions-imaid of cousiruction are similar
so advances, but require no refunding and an: amortized over the useiixi livers of inc related
pwfwf ly.

Debt Issuance Casts
Qriginai debt issuance crisis are capitalized and arnuriized over the lives of the wspactive issues.

Flew Accmmtiug Prououmzements
Effective January 1, IZGG5, CCWC adapted the provisions Qt' SFAS Nm. 123(R), Share-Based
Payment. which requires the rezxwgnitziun of comperxsaticn expense related tom the fair value of
stuck-basad compensation awards, The adaption of this new standard did not have amatcriai
effesr on CCWG*s financial statements.
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2006

8. Related Party Transactions

CCWC beneiiiii from customer service, regulatory a(lflair:, human resources, insurance, legal,
emplnycc benefits, managenzant, acconmdng and financial scwices provided and paid far by
GS WC and reimbsxmzd by (TIC. GSWC allocates these wars to CCWC using agreed upon
allocation factors based on a weighted rate calcuialed Earn customer numbers, utility plant,
expenses and labor costs ("four-Facmr met}1od") Wat was established by the Califumia Public
Uliiities Ccwnxmxssiou for rcgulaied companies. The coats for these services. including allocated
Cami far the cmpioyef:benefit plans discussed above, were SI.292,436 fur the year ended
December 3 I . 2006 and have luccn included in other operating expenses and general and
adminisuwativc expenses.

9. Cuzumitnucats and Comlingcucics

CCWC vblafns its aler supply from two uperatiug wells and from: Culfarado River v»au;:r
deiivercd by t]"t~'8 Central Arizona Pmjcct ("CA P"). The majority o'£l$C\\'VC's water supply is
obtained from its (SAP afiecazion and well water is used for peaking capacity in excess of
treatment plant capabiiiry, during, treatment play shuidcrvm, and so keep the well system in
Qptimai operisting condition.

CXDWC Fxas an assured water supply designation, by decision and fancier ofthc Arizona
Deparnneni of Waters Resources ("AD*?u'R"), providing in part Thai, subject to iLe mquirexnents,
CCWC has a sufiicieut supply al" groundwater and CA? skater which is Ph}'$iC&]1y,ccwntinurausly
and lcggally available no satisiiw current and ccxmmitfed demands omits Qustmrwrs, pins at least twat
years of predicted dwnands, br lD years, On April 7,2904 the ADWR issues a decision

cnmniirxning that CCWC has demonstrated the physical, legal and czcmtimxaus avaiiahiiity of CAI*
~vzzter and graurndwaicr, in an aggregate volume ot9,828 acre-feet per year far a minimum my" 188
yszufs.

CC WC has a long-ierm water supply contract with the Centrtii Arizona Water Ccmservatian
district (the "l}ist:'ic1") through September 2833, and is entitled to false 6,978 acre feet of water
pp: year Warn the CAP. The mafinxeqancc rate tr such war delivered is see by the District and is
subjccx to annual increases. The estimated remaining commitment under this contract is $5.3
miiliun a s of December31, 2806 with an estimated annual payment c1f$193,(1G0.

Thu Arizona Water Settlement Act was signed into law in December 2094. This legislation
provides for the additional CAP ailncarion to CCWC in the ammmt Rf 1.931 acre-feet per year.
In order to receive this additional aklucatfen, CCWC must enter into a revised cxznuact with the
D*istricL CCWC: is working cm an amendment w'ittx the District to purchase the 1,931 acre-feet of

water PGI year Gfadditionaf CAP water rights for an estimated amountof$1.1 million as Gt'
December 31, 2006- The price is subject to further adj ustmeut and is expected to increase until
final wdticn agreement is executed, which is anticipated to be in 2067. Once a revised contract
with the District is executed, CCWC expects to apply to the ADWF. to :codify and increase its
dcstgnation of mzsuncd stippiyi?mn 9,828 acre-feet per year to i 11759 acre-féet per year.
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chaparral City Water Company

December 31, 2006
Ncvtes to Financial Statements

""""'--"-51. .

fnmernzption or reduction, in particular om in to interruption or reduction oilCAn water, In the
Notwithstandingan assured water supply designzktinn, CC\VC's wazcr supply may be subject to

event of interruption nr reduction of CAP water, CCWC :man rely on its well water supplies for

customers may be interrupted or curtailed,pursuant to the provisions of its tariffs* CCWC has the
physical capability to deliver water in excess of that which is currently accounted for in CCWU5
assured water supply account.

short-:emu periods. However, the quantity of water CCWC supplies to some or all of its

CCWC is involved from time to time in claims and lidgaUion, both as plaintiff and defendant, in
the ordinary course of business. Management is of the opinion that the oznaame of such litigatiua
will not have a material adverse eflbct upon: CCWCls rcsulu, of upeiwations, financial pasitiGu or
cash flows.
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PricewaterhouseCoopers LLP
850 South Grand Avenue
Los Angeles CA90071
Telephone(213)3586000
Facsimile (813) 627 4444

Report of Independent Auditors

To the Board of Directors and Stockholder of
Chaparral City Water Company..

In our opinion. tlteiueoawnpanying balance sheet end statement of and the dated
statements of income, common astodduotoans equity and cash flows present fairy, in all material
respects, the tinandal position of Chaparral City Water Company ('the company") at December31 ,
2007.andtheleaultsofitsopeuationsandttsoadtfttawsfor the year then ended In eonlonnitywith
aoeouning l5fi1\°iP19S generally accepted in the Unlted States of America. Wage tinamdd statements
ate the teeponslblllty of the Cetnpattgts management. Our responsibility is to euzptess an opinkin on
these Stateinents on our audit. We conducted our audit of these statements in

with auditing etaltdevds ganeaaIily aeeevpted. in the United States of Those
nequlre that we plan and the audit to obtain leaisonable Wltether

the finelnndall statements ave free of material An audit lndudee examining, on a test
haste, evldence.sul:uotting the amounts and disdesures in the fitiillidd etateuneitte. eeseeslrtg the
amounting pdnctpteeueedandsignificantestintatesmuadebyntatttiglanvent,aftdet¢sltmltlngtheev'enall
linamdadstatententpresentatien. wooauovothatotnauaa pucwldea meaaonabtauaeaforoof
opinion.

La/
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Chaparral City Water Company
Balance Sheet
December 31 , 2007

Utility plat
Less' aocumulamed depseoiadon
Construction work In progress

Net utility plant

Other pwpqny and Investments
Gaoawm
Restliclad we

s 59,065,288
(16,7'37,559)

e4e.saa
43,214,257

11,353,429
728775

12.082204

Current Asse8 .
Casuandmshequvanems
nesuimeamau
A¢=¢nl»nzsluea1vun4a,nq¢°1allowane°as20,1n
Inter-companymexlvahleslrnmGSWC
uuer-eumpanyeaxes»eeelv=lnlenun»Awn
unwseu levunuee
Nlateddserzdsupptles
prepaideawwsesandottmefeanrentaweas
Deferred hcdnotaates-cunent
Regulantolyassems-cunent

ToM cunantmses

4

14,44a
as4.aso
1eo,7a1
792.454
aaa.a4e

13,908
157.116
37,679
11 .0012

1 .eas.sa7

D1hef Asseis
Debt lasuanee costs

Total assets

397.510
4..SZ-688538

baplullaamou lloyd IJIlbllI8o4l
am m an saouamaaaersequmf
Long-tam debt, lessunrunt madWties

roman wnwelwcn

s 2s.es7,24a
m285m9

89 949948

=°"U°°'1*l'10€"d°S(N°l°9)

by-lqUI_lah§0g
Long4emdeht,olment

ea¢u<ov¢lu¢a4u~
Ineanetaamspayuble
ImewompenylosvpayahlotoAwB
Aoauedempleyagewenaes
Anclu8d pw9Bllyi908
Ac¢ll.ledi1t8iE8t
Other

Towunannlauulues

aoo.ooo
276,945
as.s1o

4,ma
1,650,000

97,817
109.781

anew
174.ata

w e a n

O!hetCIBdts
CllS\°lil°\'¢l°0°SI¥S
Advuncesfof cuusuucllon
Couuiwuuuausunaaaaeausuucuonnea
Ddenadlueulnotaxss
Incnmotauaspeyuhlo
Fl8qll&iIulyli8hllille8
Other

Tau oumfwaalxs

eos.a21
6,562,045

11.aa3.s17
a.eeo.es4

164,712
557,144

asana
22 Ana.Fm

T¢u¢q=uanz=aonanauana4ues a

The accompanying Wise are antntegrat pan of these financial statements.
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Chaparral City Water Company
Statement of Capitalization
December al, 2007

Common stocldlolder's equity
Common stock, par value $10, 2,500,000 shares authorized,

460.814 shares issued and outstanding
Additional paid-in capital
Retained earnings .

$ 4,603,140
14,946,900
7,107,208

2s.€»5?_248

L¢ng-mm alba
Industrial Development Authority Bonds

Series 1997A tem due Dgggmbgf 1. 2011 (5.20%)
Series 1997A term bonds, due December 1, 2022 (5.40%)
Sales 1997B term bonds. due December 1, 2022 (5.30%)

1,000,000
4,610,000

9r75.000

Total long-term debt

Less: current maturities

6,585,000

(300000)

6285.000

5a9_94?
Long~term debt, less current maturities

Total capitalization

The accompanying notes are an integral part of these financial statements.
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Chaparral City Water Company
Statement of Income
Year Ended December 31, 2007

Dperatlng revenues
Sales of water $ 7,704,041

Operating expenses
Purchased water
Power purchased for pumping
Other operating expenses
General and administrative expenses
Maintenance
Depreciation
Property Eng other taxes

856,379
617,934
801,824

1,940,670
537,446

1,684,820
274,451

6,513,524
4

Operating Income 1,190,517

Other tneome (expense)
Interest IUUOITIB
Interest expense

49.322
(479,814)

(480,492)

Income from operatlens before Income tax expense 760,025

Income tax expense 295,012

Not Income 465,013

The accompanying notes are an integral part of these financial statements,

4



»

Chaparral City Water Company
Statement of Changes in Common Stockholder's Equity
Year Ended December 31, 2007

Common
Stock

Additional
Paid-in
Capital

Retained
Eamlngs Total

Balance, January 1, 2007

Cumulative effect of adopting FIN 48

$4,603,140 $14,929,468 $ 6,846,572 $26,179.180

(4,377)

465,013Net income

(4,377)

465,013

17.432Stock-based awards, net of tax effect

Bialinoe, nwemhéf 31, 2061 5i£iQ8l_4Q $. T/JQLZQB g;26,65-/_pgg

The auocmpamling notes are an integral part of these finauiclal
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Chaparral City Water Company
Statement of Cash Flows
Year Ended December 31, 2007

$ 465,013

1,684,820
e,eQ~a

(238,124)
250,445

26,500
2,4554

Cash flows from operating activities
Net income
Adjustments for non-cash items:

Depreciation
Provision for doubtful accounts
Deferred income taxes
Tax benefit on goodwill
Amortization of debt issuance costs
Stock based compensation expense
Changes in operating assets and liabilities:

Accounts receivable '
Uribilled revenues
Materials and supplies
Prepaid expenses and other current assets
Taxes receivable/payable
Regulatory assetsNiabilitles
Other assets
Accounts payable
Inter-company receivables/payables
Customer deposits
Other liabilities

Net cash flows provided by operating activities

(10,192)
(8,879)

613
35,369

240.a3a
(30,681 )
19,649

(31,294)
029,581 )
(120,524)

(3, )
2.172.570

Cuusliflowsnfrouulmvwllirgactivities
capltal euqpendltures
Changein lwastrictedcash
Change lndobtresewefund

N6tcash IIows uséd inilwwstingeulzilvltles

(2,848.217)
(1,182)

(714)
(2,e50.11a)

Inflows firm flmmdng acdvltles
Beu1kovolWaMs
TaxbianefI&fnomexeldsedswdt-busedawards
Hlaieémof advul1eesfora4ndeontl=§ntlo¢sinalddconstiucmion
Remnds onadxlaneesforeofnsm1nctlon
Nstd\angeIninter-con1pal1ybawovvlngs
Repaynacisdlong-tafmdebt

newashnowspfuvuaeauynuwmgacuvuies

39.510
13,070

463,756
(200223)
250,000
(88Q.Q00)
28631 a

Decrease in cash and cash equivalents
(391,480)

891,430
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Supplemental disclosure of cash flow Information
Interest paid
Income tax paid, net of refunds

$
$

442,10a
16,788

The accompanying notes are an integral part of these financial statements.
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2007

1. Summary of Significant Accounting Policies

Nature of Operations
Chaparral City Water Company ("CCWC") is a wholly owned subsidiary of American States Water
Company ("AWR"). Prior to October 11 , 2000, CCWC was a wholly owned subsidiary of MCO
Properties Inc. ('MCO'). On October 10, 2000, AWR completed the acquisition of all the common
stock of CCWC from MCO for an aggregate value of $31 .2 million, including assumption of
approximately $12 million in debt. The acquisition was accounted for as a purchase and the
assets acquired and liabilities assumed have been recorded at their estimated lair values.
CCWC is an Arizona public utility company engaged principally in the purchase, production,
distribution and sale of water. The Company serves approximately 13,000 customers in Fountain
Hills, Arizona and a portion of the City of Scottsdale, Arizona. Regulated by the Arizona
Corporation Gommission ("ACC"), CCWC is required to provide service and grant credit to
customers within its defined service area.

Basis of Presentation
The preparation of financial statements in accordance with accounting principles generally
accepted in the United States of America requires the use of estimates and assumptions that
affect (i) the reported amount of assets and liabilities, (ii) disclosure of contingent assets and
liabilities known to exist as of the date the financial statements are published, and (iii) the
reported amount of revenues and expenses recognized during each period presented. Actual
results could differ from those estimates.

Regulatory Accounting
The Company's accounting policies conform to accounting principles generally accepted in the
United States d America, including the accounting; principles for rate-regulated enterprises, which
reflect the ratemaking policies of the Acc. and are maintained in accordance with the Uniform
System of Accounts prescribed by the Acc. ccwcrs subject to regulation by the ACC to the
extent necessary to enable the ACC to determine that CCWC's rates constitute reasonable costs

.to its customers. Accordingly, CCWC is subject to the provisions of Statement of Financial
Accounting Standards ("SFAS') No. 71 , Accounting for the Effects of Certain Types of
Regulation. CCWC does not use regulatory balancing accounts in its rate filings with the ACC,
which would represent amounts due to or from customers based on differences between
actual costs and costs assumed in its rate structure, and accordingly. no such accounts are
recorded in the accompanying financial statements. Deferred rate case expenses are capitalized
as regulatory assets and amortizedas specified by the ACC for ratemaking purposes.

Cash and Cash Equivalents
Cash equivalents consist of highly liquid money market instruments with original maturities of
three months or less. At times, cash and cash equivalent balances may be in excess off federally
insured limits. The Company's cash and cash equivalents are held with financial institutions with
high credit standings.

Restrlded Cash
In accordance with the terms of its long-term debt agreements, CCWC is required to maintain
amounts on deposit in a trust account (the Debt Service Reserve) for payment of principal and
interest (Note 4). The funds in this account will be malntdned until such time Brett the terms of the
financing agreement are fully satisfied. These amounts are classified as 'restricted cash' in the
balance sheet.

7



Chaparral City Water Company
Notes to Financial Statements
December 31 , 2007

At December 31 , 2007, CCWC held $14,443 of restricted cash representing interest earned in
excess of the required balance on the Debt Service Reserve related to the Industrial
Development Authority. In accordance with the requirements of the bond indenture, this balance
can only be used to pay the next regularly scheduled debt payment.

Accounts Receivable .
Accounts receivable is reported on the balance sheet net al any allowance for doubtful accounts.
The allowance is based on CCWC's evaluation of the receivable porlfdio under current
conditions and review of specific problems and such other factors that, in our judgment. deserve
recognition 'm estimating losses. During 2007, CCWC added $6.699 to the allowance for doubtful
accounts and wrote-ofi $11 ,683, net at recoveries.

Materials and Supplies
Materials and supplies are stated at the lower d cost or market. Cost is computed using average
cost.

w a v  P l a l l t  a n d
OCWC capitalizes as utility plant the coast al additions and replacements of retirement units. Such
costs induce labor. material, ad oeftain indiéeotchanges.

Depleclatianiscompuned utilizing the strdglit-line method at r8tesba~sedontl1eesdlnnmaduserful
lives of aheassa¢saspl=esclih»eabymeAoc. EHedlveOc4ob6r 1,2005,theACca|pfp|u|vednew

Derpufe1dadlonguzpewse.rMadedasapencewntaiged
the agg¢egate.despl=edahle*essetbalénees, was 3.8% in 2007. Expenditures fof 'i1'aeIntBI'malice and
nepenirs aveenmpeuisedaslnamrwd. Beplaeedofretirédpvdpenyeoets a|ed1a|g6dtod1e
al:eumulatedpluvisionford!eIpledatlot\.

depreciation rates for_OCWC's utility plant. Depreciation

lmpai l rmeuntofLnng¢l . lve4=Asleh
Uol1g4hredassawaf esw leuved io r lmpa l rment annudyo f wheneverevanso f duanges in
aeumunneesnu|me1mme¢=|n-y i ng  a1naumaanassermayn°¢ue1u| |wee¢»»a»w1¢an
8nGold9wevldll1 SFAS No. 144, AcoemthglbrdaelnpainnaumtorDWswesd.otLau4g"+UMs~d44assta
OCWCv¢ould leeagnlzean Mpalment lassonlylWwecanrryingvabaeanvsumntdalang-Bvedassat
is not1eea¢ve|aabIe-f|'o|n as undlsceunw¢ cwshiovvs. An unpaumemlaas is maas\n=ed-aslhe
amassac: tuewnyiagwalueewmewrmaneenvalue°¢tneleug»4w~e¢a~ss¢¢.
l t ldgl l ie l t t i s lnvulvedinbulhdedding¥t68Hl lgf6r l *sduvBI8bl l l l y lsnece8saq(&n6l f l¢sl i lp lMng
1nuMseoalmed cashf lomn.  Fof lheyeiarendodDeeember81.2007, t l Ieiuwasnoimpsnirment loss.
pemoaleauy,ocwcals0waewstorpnssibleunpmurmemlmsnannypu»uu1wvl°¢.1na»¢¢a¢uaa\ee
wld\SFASno.90, 'Hslg14la¢sdE¢-wsuwisss-AccouUimghrAblandamnsu1msandDWdusun11oasof
:=u»n¢c¢sas' :  During 2007. therewerénowri te-ol l "sduetodisalowancesbytheAOC.
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Chaparral City Water Company
Notes to Financial Statements
December 31 , 2007

G¢odwill
At December 81, 2001, CCWC had $11 ,853,429 of goodwill. The goodwill represents the
difference between the aggregate purchase price and the fair value of CCWC's net assets
acquired by AWR in October 2000. Goodwill is reduced on an ongoing basis to reflect the total
tax benefit realized from amortizing, for tax purposes, the excess d tax over book goodwill basis
in accordance with SFAS No. 109, Accounting for Income Taxes. In accordance with SFAS
No. 142, GoodWill and Odder Intangible Assets, goodwill is tested for impairment at least annually
on December 31 and more frequently if circumstances indicate that it may be impaired. The
goodwill impairment model is a two»step process. First,

that have goodwill assigned to them. If the fair value is determined to be less than book value, a
second step is performed to compute the amount of the impairment. in this process, a fair value
for goodwill is estimated, based in part on the fair value at the operations used in the first step,
and is compared to its carrying value. The amount by which carrying value exceeds fair value
represents the amount of goodwill impairment. The current year analysis indicated no
impairment.

Revenue
CCWC records operating revenues when the service is provided to customers. Revenues include
amounts billed to customers on a cycle basis based on meter reading for services provided and
unbilled revenues representing estimated amounts to be billed tor usage from the last meter
reading date to the end al the accounting period. Aclud usage may vary from this estimate.

Advances for Construction & Contributions-ln-eid~ot~Constructlon
Advances for construction represent amounts advanced by developers, which are refundable
over 10 to 20 years. Refund amounts under the contracts are based on annual revenues from
the extensions. After all refunds are made, any reruning balance is transferred to contributions-
in~aid d construction. During 2007, $2,558,793 of advances that expired were transferred to
contributions~ln~aid of construction. Contributions-in-aid of construction are similar to advances,
but require no refunding and are amortized over the useful lives d the related property.

Debt laauanoe Goats .
Orland debtissuance costs are capitalized and amortized over the lives of the respective issues.

Related Party Trancaalons
CCWC receives various services from its parent, AWR, and from Golden State Water Company
('3SWC")- e W110"Y owned subsidiary of AWR. In addition. AWR has an $85 million syndicated
credit facility. AWR borrows under this facility and provides lands to ccwc in support of its
operations. Amounts owed to AWR for borrowings under this facitrty total $1 .eso.0oo as Of
December Ar, 2007 and are included in CCWC's inter-company parables on the balance sheet.
The interest rate charged to OCWC is sufficient to cover AWR's interest cost under the credit
facility. GSWC also allocates certain corporate office administrative and general costs to CCWC
using agreed upon allocation factors based on a weighted rate calculated from customer
numbers, utility plant, expenses and labor costs ('four-factor method") that was established by the
California Public Utilities Commission for regulated companies. As of December Ar, 2007,
intercompany receivables included $1 eo.7a1 due from GSWC related to these allocations.

` it requires a comparison of the book
value of net as$ets to the fair value, using the termirud value method, of the related operations

9
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2007

New Accounting Pronouncements
in September 2006. the Financial Accounting Standards Board ("FASB") issued SFAS No. 157.
'Fair Value Measurements' SFAS No. 157 dines fair value, establishes a framework for
measuring fair value in accordance with generally accepted accounting principles, and expands
disclosures about far value measurements. SFAS No. 157 is effective for financial statements
issued for fiscal years beginning after November 15, 2007. CCWC will implement the new
standard effective January 1, 2008. CCWC is currently evaluating the impact, if any, that
SFAS No. 157 may have on Its future tlnancial statements and disclosures. in February 2008
the FASB delayed the effective date of SFAS No. 157 for certain nonfinancial assets and
liabilities until January 1, 2009.

InFebruary 2007. the FASB issued SFAS No. 159, 'The Fair Value Option for Financial Assets
and FiNancial Liabilities' SFAS No. 159allows measurement at fair value of eligiblefinancial
assets and liabilities that are not otherwise measured at far value. The election tO measure a
financial asset or liability at lair value can be made on an instrument~by~instrument basis and is
irrevocable. The difference between "carrying value' and 'fair value' at the election date is
recorded as a transition adjustment to opening retained earnings. Subsequent changes in fair
value are recognized in earnings. SFAS No. 159 also establishes additional disclosure
requirements designed to facilitate comparison between companies that choose different
measurement attributes for similar type assets and liabilities. SFAS No. 159 is effective for
CCWC's fiscal year beginning January 1, 2008. CCWC is evaluating the potential impact of
SFAS No. 159; however, this standard is not expected to have a material impact on CCWC's
future financial statements.

In oe¢elnber2oo7,m¢FAsa Issued SFAS No.141(R)(rénnkéd www. 'suswwss G01fll~b'Il1IliUllsf".
SFAS NO. 141(R) establishes pcinelplesand nequlrasiwlsforlwwtheaequlfefdalilaasllwss
»e¢=agnlzesanumeasuresinissnnmnaaluatsluennsuneuenunslbleassms.a¢qum»a,menamuee
assuhned,andanynntncontxulixg lntsrelsMnlhealcquII»ae. SFAS No. 141(R)alsop¢1unldiss
guidance for measuring the goodwill aequireidin uwuusumss combination and'
detsnminsswhatinfolnuationtodisczlosetoenablewsersdthellnamdsdstatel11el'ittoen4tIIlanstlne
naweeanannancianwmwfmeuusineasconnswman. SFASNo.141(R)ise{fedim19¢Gf
finandad statements issued for fiscal»yeal~s beginning after Dleeembar 15, 2608. Aeeoldngly, any

elngageslnvdtbe uwseewdedanddisdosediuiioundnneadsting
aooountings»la|»\danlsur|tiIJa|nua|y 1,2009.

InDecember 2007, the FASB also issued SFAS No. 160, °'Nonco~ntnoWing Interests ah
Consolidated Flnandal Statements--an amendment of ARB No. Sr. The objective at SFAS
No. Leo is to improve the relevance, comparability, and transparency of the linancld information
that a reporting entity provides In its consolidated financial statements by establishing accounting
and reporting standards for the no controlling interest in a subskliary and tor the deconsolidallion
of e subsidiary. This statement epdies to all entities that prepare consolidated linanclal
statements. except not-for-profn organizations. SFAS No. 160 amends ARB 51 to establish
accounting and reporting standards tor the no controlling interest in e subsidiary and for the
reconsolidation of a subsidiary. It also amends certain of ARB 51 's consolidation procedures for
consistency with the requirements of SFAS No. 141 (R). CCWC is evaluating the potential impact
of SFAS No. 160; however, this standard is not expected to have any material impact on CCWC's
future financial statements and disclosures.

10
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2007

Alaaet Retirement Obligations
Effetc»dveJanuary1.2000, OCWC adopted SFAS No. 14a, 'Wecaunlfng forAwet Hedremenf
Olhuligatiians' Because have hlstorloadly been through mes atthetirne
of retlnemeni. upon implementing SFAS Na 148, theculnulatiwefteet was mfleiuilsdasa
megmueimyassex. Ccwcwlll also reflecithegadn of loss atsettlemeltasaseguldteryassetor
iabillty on the balauwa sheet;

Deferred General Rate Case Costs
Deferred rate case expenses are capitalized as regulatory assets and amortized as specified by
the ACC for rate-making purposes.

In accordance with accounting principles for rateregulated enterprises, CCWC records regulatory
assets, which represent probable future revenue associated with certain costs that will be
recovered from customers through the ratemaking process, and regulatory liabilities, which
represent probable future reductions in revenue associated with amounts that are to be credited
to customers through the ratemaking process. Regulatory assets, less regulatory liabilities,
iNcluded in the balance sheet are as follows as of December 31 , 2007:

Regulatory Matters

Deferred general rate case was
Axer retirement obligations
Gain on settlement for removal d wells

5 9

$

$

I s

222.298
51 ,sea

(760,000)
(486,144)

a

Gdll'l~ol\:a¢tll8ll!ntfofrufilomII¢fi\lol8
. \=eun\annHlussanua»»yolsu1a .. »: .lsapdiMeal81|;|Wdlmi8iEIl 9fliJeSMll¢dMdZot1|&l|nEt

pmvidéssalullelrltseluersewlee aoanseuauew In
eonnedian with its aanltary system,
Waded effluent tlnough mdtiple aquifer Inoedseiov i 3* 9 w secure
an Aquifer Pmtecticn Permit for Ng l1g4larg9..¢y¢;¢m, FHSD.=nqwes1ewd=8GNVC Npennaansmiy
cease using oped its wears. As.apoesWle.1eplaeaitwen£'&or1blswe»l,
weluawiaeentmotive tlilSnuWwnnet
Qhletopvudiloean eq\|lvde|'it'a|n9d'|tdwMSrM®WC58'&|ll8l|@Ill8tWH8W&e|1o||tMpWdudlom
Aeoocdngy, in Febmalqy2065, OUNC
agweemp»e¢mar»enuymem¢~enamwv1uemlsu»saama.usnmmccvnnt1welwauasewenuun
teed$1,52o.00ofsolnFI-iso.punmlaanaoMeagmeafiueumoaucwwz(l)pemwu1ecnly¢env¢we
tuumeefvlceandeepthiswell,andcelpa'l\otl1awellvld\ld\hadnewerbeiehuseidasapouble
sourcadsupply:(ll)rellnquishanylegddaNmorinterestthamCCwCmayotliewviseposseesin
theConununItyCenterWdl;and(ilI)gmantanoptiontoFl-ISDtoeueq1.lll1ed1edtl\evuwelsda
Iutulwedatoatfdfmarketvdue.OCWChesneoaglvizedanetgelnd$780,00Glelatedtotl1Is.
edllanentagleementandhasestablidiedareguleilofylabiltyfortheremainlng$780,0D0
pendiugAGcl8viéwdthl8ll\8iter.

I
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2007

3. Utility Plant

The following table shows the Company's utility plant by major class as of December81, 2007:

Land
Intangible assets .
Source of water supply
Pumping
Water treatment
Transmission and distribution
Other property and equipment

$

Accumulated depreciation
Construction work In progress

$

271.857
1 .316,797
5,023,466
4,690,826
8,686,871

37,217,186
1 ,858,l/80

59,055,283
(16,737,559)

s4e,saa

43,274,257

4 . Long-nefmbobt

ludusuial Dovdulpmei\tAutl1ofltyBo¢ids . . .
SuhstauitiaNyal d utility plan! is dedgwd as eollatsral for CCWC's
Aurelio¢&yBolids. W8mMAQMnW§1.qN1olQoU1erUih\9,wH§qWBs%WCWmdi1
celi\ainfinandallatios;(lI) l'G$»!l1¢8CCWC'¢8HUilyiDinWfd€bt.8i\diWBl<8liel1S,sell,l68s§0r
dWwoeedasseS,4i1él9eM!lial1cthare6ipolUtldi\,and(li) vestaicwUvqpaymasvtofdudderids.
OCWC maintalns adebtservlce 1eeeuveumd wlhahilliln¢§d9B55,7B0.at D808Mbél'8l,2007.
Announmaredasaifiedas nowcumentresuiaedcadwontlmebalanaadwet.The~Ioau1andtuust
agmeementcontainsrsstlicdveoovenants.lruoludhgtheniaiclmenanéedadWlsewleoeowesage
IMo82.0,aadellnédlntheluanandtnalstQQIWsIIwBM;.¢8lldMi&8d'al\liuallyd.y8arend.Asd
Deeenr\ber31,2007.0Cwcwasineomwplancewit1rall.covef.1al1ts underiheloanandtrust
aglaemeunt.

In 1984,CCwcenteradiutoenagreeunentwii lnheUtlltedSw6sBuwauofR~eda1na¢ian4of
C°ns\l4lldGvl\dadéMv'eryalld stniige.-8yill9lNtdMElnSBG|1iC8|W8lA|'|2ei|\aPIOie4("Ci4P').Water
taCCWCsp10perty(\hO"DGlIve1y1I\gmaemsnl"). 1n66Ul1l*i8W0I1il\GIEN§M\,&l!I98,YIUI¢l\t*6hl§M0h
wasanu»m¢duyocwc¢elaeaw¢@¢usu~l¢uenoosnplusinmevese.ccwcma¢a»asean¢u.pqu1e»u
onthisahllgatlonin2006. lmlastacuwsMmamed&M%w Tlieco&dtl¥o
construdeidassemis neeosdedasutiltyplant. Underthstamusdu\eDellveryAgnwI14If\i.
OcWCreteliusthedghttousedwedellvefyandstolsngosymemforanunspedfiedtlmepedod.
conditional!upunmeeiingceflalfloblgeMoflslrdudlngmaltil lgsWeduledplll ldpill8l¥dilit8l9d
repayments or theconslrudoneosts andopefamingandmanhtailulnglhesystean. 11wa Dia8vsry
Agfeememnaupf0vlaasahauheunuedssamessumauafneouamauonwna\»~sq~l1eIalsip¢fu1e
system. PursuanttothisAgl1aelnefn.OCWCooll!il1uestomail\tsilnadehtservleenesewéfUrd
with abG||a|1iued$73.015atDeC0|llbel'31,2007. Thisamountisdasslliedaspartdnon-eument
mesuimedmshmmenalancesa\ee

i

1
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2007

Maturities of long-term debt outstanding at December31, 2007 are as follows:

2008
2009
2010
2011
2012
Thereafter

$

»

Less current portion

a00,000
310,000
330.000
345,000
aes.00o

4,935,000
e,5a5,000
(300,000)

e,2es,o00s

• Dlvldend UM"llU¢HS

ocwc is subject to oontractud restrictions on its ability to pay dvraenue. CCWC's maarlmum
ability to distribute dividends is limitedto mairitenanca of no more than 55% detect in theeerpltall
structure tor the quarter immediately prreoeding the distribution. Theability at to pay
dlvidemtdsIs also restriaad by Allztina law. Ulider restrictions of the rests. apprroutlnately
$7.1 million was available to pay diwldarlds to AWR at December#31 , 2007.
raatrictlons are the Thereware m dvrdanus dlstrtbutéd fwlf) ccwc to AWR In

6. Taxes on Income

i
I

i

1

i
!
i

cewc in includedin AaNR's lne6¢Tl8 tax lwg@um- ocwcfl|B828U AHIBHB
ams income tax mean. CCM98M feassalitapuunaddon and liablity are-eomn¢naid=as~it It4IIa¢a.

mum. lnuome tax eurpansa ladudes thecurnslit tax
in aatmeu ll*IG6lI\849iBi8»dllliFl§Ul§='§¢§8l', and the feuueuan In g¢¢¢W durlugtlxéwurias
dismissed lll'ld6r'@@@dwIll'). oweaapllas totepenn/ldolusd SFKS~No. we.
lnoeme Tawss, wl»1bh~wquwes~tlw used Ia In aeuuluililngrfor Ineamve
taxes. 'ems appmadu requires the d ddensd tax assess
euqaeded to:uve tax cauwsequnences d mecegnlmed In GC\NC'slinawheial
smfsmenls or tax rectums.

man

z
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2007

The significant components of the deferred tax assets and liabilities as reflected in the balance
sheet at DeCember St, 2007 were:

Deterred tax assets
Contributions and advances
Other property-related
Other nonproperty-rdated

$ 2,683,486
36.302
52,215

2,772,008
oenanea tax liabilities
Goodwill
Fixed assets
Other property-related
Other nonploperty-related

Accumulated deferred income taxes - net s

(3.8eo,789)
(2.4*991055)

(8,116)
(114,918)

(s.400.976)
(S.6288975}

|

1

The current and deferred components d income tax expense were as follows:

Current provision
Federal
State

$ 287.549
23,142

270,691Total current tax expense

Deferred provldon
Federal
State

(209074)
(27,050)

(236,124)Total deferred tax expense

Benefit applied to goodwill 260,445

Total income tax emepense $ 285,012

Thefedelilstalilltolyratedlfl*el1sflomtl1G8ll%GWer8t89dll\8lilyduet9§MI9'MmB8»nddfsdwal
ueneliz.

lnJdy2008,!he FASB issued FASB Intelwetamion n0.4s,.'»4¢¢nuqnv»glorlmee»aaa»»gfmIncome
ram,anaw¢»pwmuanarrasasaaasuuwna 109'("FIN 48'). FIN 48dawiflestheaucoun1ina
Ioruwaftaisiylnlncosuewtesbypuhsaihllng8n.1eoognltIun8mawl1oIdawpa ltionistequkud
tolllBelb€folBhI6Il1gI'!009l\lu9dillll19fllwBI\d€ll8\MBmI8m8. F'lN48aIaop1umdeaguldanIee9n
deweleognluouu.meas~n=ememdwneanun.Inmewamanupanmmun,=l¢e¢unnngu»imuwr»pledads.
dlsdbsureandt t tuisl ion.  m4uman.mwaoo¢,~wF1\8&|m:pu-wanmm m4p
F|n 4a-1, 'D1BMWWUHNSSMBMMWMF'ASBlMBWPlf8t!U6fINO~481Wlid'l8lll8C\&FIN4BUO
puwnvldeguldanceonhcwaneutelpxiaeslio1ldddkennlliIeWiet1uerawxpodtlohlsdfeiWvely
setlledfor thepuuposlad mecognldngpruuiously1||weeog|1lze&Wbdfveills Euuaavu.-|anua|y 1,
20U7,0CWCa(doptedFlN48and,asatBsultU\Girei0(,declB&slBdMl*BMl\6d88mi\98by$4.377.

I
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Chaparral City Water Company
Notes to Financial Statements
December al , 2007

The following table provides a reconciliation of CCWC's unrecognized tax benefits at
December 31, 2007.

Unrecognized tax benefits at January 1, 2007
Increases as a resiN of tax positions taken prior to 2007
Decreases as a result Of tax positions taken prior to 2007
Increases as a result of tax positions taken during 2007
Decreases as a result of tax positions taken during 2007
Decreases relating to settlements with taxing authorities
Reductions as a result of lapses of statute-of-limitation periods

Unrecognized tax benefits at Deoemlqer 31 , 2007

None

None

Portion of unrecognized~tax»beneli£ balance at December 31 | 2007 that would
affect the effective tax rate if recognized None

With the adoption d FIN 48, ccvvc continued its policy of classifying lnteilest.on lhoefne tax
over/underpayrnenls In interest lncomelfeaepense and penalties in 'other operating experisesf At=
December 81 , 2007, CCWC Induced $28,258 of interest payalhles lclaldilg in other
liabilities (all as rioncunrent). OCWC recognized $14,681 a-1mefesrelqi»eme»¢° teidng.authorities
forM yearended l3ecen1ber31, 2007. At December!-11, 2607, GCWC lewd-rleaccrualsfor

.income-lax-rdated penalties and ad nd recognize any lieldMed the .
yetair ended December 81 , 8097.

ccwc f l lesledefel  and lneane tax returns. This u.s. for-larsl fllingslorfllte years
1997 l lwuugl i  1999 al1d20MwmeunderemauidrwlUdndmmW w8mwewM28B7 welmuk
MAWR WWW filed an M W W M
Rwem re Swdce r i nsnm m ConunlUele www:('J€I') re\Mnws wemom WWthe 2002 ream was amended pdmawy wWw
hccme for wddw ouleruwn OGWC kmlded in the wnsollMed~ rwmn.
Mamwpfelth1lU%WC.CUNCkunableMal1Hwate%m . mldJW iewremwm
wnwlded.
I€WR's2004through2006iaxyealsalsomemllainsubledweusamudunatlauvtiyvtlasl£lS.andlts280B
lhwud\20!06laxyéalswelllalnsuhlacth e0<a|illl=ldM6nbyl|1eAMundBBp9ll|1l€I1tdReme|$t|8.

7. Employee Benefit Plans

eanch¢¢a¢e4II\eduel1eflaplan(use-plan')u1atpw»vlaeseug1n1eeuqaluywso¢aswcal1dits
894848.i11d1l¢l1\900WC-"\°¢\U*¥U°0¢*l\SUPG"UHU1wIumIRbIased~0n.a\v€i"!U°8*°l€"iG8914
length service. cGNC'spendoucostlsapescentagedtlmetotaleo8tbasedonCGWC's
pfaymuuasoumpmamuwmnwpayrouforemp1awesaGswc¢»nallwlaiames.11v;au°weu
pefwaona0ssfofocwcufasSeszo7fofumeyeanmadosce¢nhera1.ao01. Iununsamnn
l4egal&ngacGlmulelIedal1dpwlededbendRob¥9a¢Ionsismt9r9pnrBdd!l198llhdduylevd.
AguwameonuibutionsavalnaUetotheplan.whld\complyvdU\theMdlng mequiaemeutsdlhe
EmplcyseRetlremsntlneomoSewlilyAc!("ERlSA'). A"agtivwggmpl¢mgg9gl'§glgoQf[gl1gd
niefdical,del1tal,andvisionea19bendwtstl1:oughvaliousmedcalinsuranceplans.
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Chaparral City Water Company
Notes to Financial Statements
December 31, 2007

CCWC is also included in GSWC's 401 (k) investment Incentive Program, under which employees
of GSWC and its affiliates may invest a percentage of their pay, up to a maximum investment
prescribed by law, in an investment program managed by an outside investment manager.
Company contributions to the 401 (k) are based upon a percentage of individual employee
contributions. The Company contributions to the 401 (k) plan for 2007 totaled $54,505.

Related Party Transactions

CCWC benefits from customer service, regulatory affairs, human resources, insurance, legal,
employee benefits, management, accounting and financial services provided and paid for by
GSWC and reimbursed by CCWC. GSWC allocates these costs to CCWC using agreed upon
allocation factors based on a weighted rate calculated from customer numbers. utility plant,
expenses and labor mosts ('tour~tactor method") that was established by the California Public
Utilities Commission for regulated companies. The costs for these services, including allocated
cost for the employee benefit plans discussed above, were $749,402 for the year ended
December 81 , 2007 and have been included in other operating expenses and general and
administrative expenses.

9. Commitments and Contingencies

GCWC obtains its wells anofrom Colorado River waierddivered
byahe CefnWal Arizona Proiea ("cAp°>. Tm meliotitydcGlnC's amok snpplyis obiainéd *W ms
CAPalIocatlDnal'ldwellwatefls ussdiorpiaaldnqdalpadtyin axesss ottl~eatcnentplantcaipahMiiy.
during treatment Mart shutdown, and to keep the well system in optimal openilliug condition.

i
\

CCWC has an assured water supply designation, by decision and order of the Arizona
Department of Water Resources ("ADWR"). providing in part that, subject to its requirements,
GCWC has a sufficient supply of groundwater and CAP water which is physically, continuously
and legally available to satisfy current and committed demands d its CU8lOl'l'\9l'S; plus at least two
years of predicted demands, for 100 years. On April 7, 2004 the ADWR issued a decision
confirming that CCWC has demonstrated the physical, leeland continuous availability d CAP
Water and groundwater, in an aggregate volume of 9,828 acre-feet per year for a minimum Cd 100
years.

The Arizona Water Settlement Am was signed into law in December 2004. This legislation '
provides for the additional CAP allocation to CCWC in the amount of 1,9e1 acre-feel per year. In
November 2007, a find written agreement was executed and ccwc paid approximately $1 .a
million for this additional CAP water rights. CCWC will file an application with ADWR in 2008 to
modify and increase its designation of assured supply from 9,828 acre-leet per year to 11.759
acrefeet per year.

CCWC halsa tong-tem water supply contract with the Central Arizona Water Conservation
District (the 'District") and is entitled to take 8,909 acre feet of water per year from the CAP,
Including the additional location d 1 ,931 acre-feet per year discussed above. The mairnenance
rate for such water delivered is set by the District and is subject to annual changes. On
Match 28, 2008. the District published its new rate schedules. Based on the new rate schedules,
0CWC's estimated remaining commitment under this contract is 5588,000 as <>f December 31 ,
2007.

18
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Chaparral City Water Company
Notes to Financial Statements
December 31 , 2007

Notwithstanding an assured water supply desigNation, CCWC's water supply may be subject to
interruption or reduction, in particular owing to interruption or reduction of CAP water. In the event
of interruption or reduction of CAP water, CCWC can ray on its well water supplies tor short-term
periods. However, the quantity of water CCWC supplies to some or all al its customers may be
interrupted or curtailed, pursuant to the provisions of its tariffs. CCWC has the physical capability
to deliver water in excess of that which is currently accounted for in CCWC's assured water
supply account.

CCWC iS lUllldvédflbM time to time in dgjmg and litigation, both as plaintiff and aefenaam, in the
andinaey course of business. Management is of the oplnldn that the outcome d such litigation will
not have a material adverse elia upon CCWC's results of opelwaltions, financial position or Walsh
flows.

0
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1.

Q-

INTRODUCTION, PURPOSE AND SUMMARY.

PLEASE STATE YOUR NAME AND ADDRESS?

My name is Thomas J. Bourassa and my business address is 139 W. Wood Drive,

Phoenix, AZ 85029.

Q- HAVE YOU PREVIGUSLY SUBMITTED DIRECT TESTIMONY IN THE

INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application tiled

on September 26, 2007. There were two volumes, one addressing rate base,

income statement and rate design, and the other addressing cost of capital.

Q- WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filings by Arizona

Corporation Commission Utilities Division Staff ("Staff") and by the Residential

Utilities Consumer Office ("RUCO"). More specifically, this first volume of my

rebuttal testimony relates to rate base, income statement and rate design for

Chaparral City Water Company ("Company" or "CCWC"). In a second, separate

volume of my testimony, I also present an update to the Company's requested cost

of capital as well as provide responses to Staff and RUCO on the cost of capital

and rate of return applied to the fair value rate base, and the determination of

operating income.

Q- WHAT IS THE REVENUE INCREASE THAT THE COMPANY IS

PROPOSING IN ITS REBUTTAL FILING?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A.

A.

A. The Company is requesting an increase in revenues of $2,990,549, an increase of

39.85% over test year revenues for a total revenue requirement of $10,495,967.



Q- HOW DOES THIS COMPARE WITH THE COMPANY'S DIRECT

FILING?

A. In the direct filing, the Company requested an increase in revenues of $3,063,400,

an increase of 41 . 14% for a total revenue requirement of $10,509,828

Q. SO THE REVENUE REQUIREMENT IN THE REBUTTAL FILING IS

LOWER THAN IN THE DIRECT FILING?

A. Yes. The Company has adopted a number of adjustments recommended by Staff

and/or RUCO, as well as proposed a number of adjustments of its own. However,

the Company's proposed rebuttal rate of return is higher, primarily due to my

updated cost of capital analysis. Still, by selecting a rebuttal cost of equity lower

than my updated analysis supports, which I have done in an effort to reduce

dispute, coupled with the rebuttal adjustments, our rebuttal revenue requirement is

lower than in the direct filing.

Specifically, the Company's rebuttal filing reflects a decrease in proposed

operating expenses of $84,663 to a total of $6,564,766. Similarly, due to various

adjustments, CCWC's rebuttal Original Cost Rate Base ("OCRB"), Reproduction

Cost Rate Base ("RCRB"), and Fair Value Rate Base ("FVRB") have decreased.

The OCRB decreased by $74,450 from the direct filing to $22,663,316. The

RCRB decreased by $1,863,863 to $32,871,183 and FVRB decreased by $969,157

to $27,767,249.

11.

Q-

REVENUE REQUIREMENT.

PLEASE COMPARE THE REVENUE REQUIREMENTS AND RATE

INCREASES FOR THE COMPANY, STAFF, AND RUCO.

1

2

3

4

5

6

7

8

9

10
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23

24
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A. The proposed revenue requirements and proposed rate increases are as follows :

Revenue Requirement

s10,509,828Company-Direct

Revenue Inch.

$3,063,400

% Increase

41.14%



Staff

RUCO

Company Rebuttal

$ 9,181,965

$ 8,571,434

$10,495,967

$1,735,265

$1,062,786

$2,299,057

23.30%

14.15%

39.85%

Q- HOW WAS THE

DETERMINED?

INCREASE IN THE REVENUE REQUIREMENT

The Company's calculation of the revenue requirement is shown on rebuttal

schedule A-1. The increase in the revenue requirement starts with the FVRB. The

Company's proposed rate of return is applied to the FVRB to determine the

required operating income. The difference between the required operating income

and the adjusted test year operating income is the operating income deficiency.

The operating income deficiency is then multiplied by the revenue conversion

factor to account for income taxes. The result is the increase in the revenue

requirement. The revenue requirement is equal to the adjusted test year revenue

plus the increase in the revenue requirement.

Q- WHAT IS THE COMPANY'S PROPOSED RATE OF RETURN?

l0.00%. This is based on the weighted average cost of capital. I discuss the

Company's proposed rate of return and my cost of capital analysis in the second

volume of my rebuttal testimony.

111.

Q.

RATE BASE.

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIONS?

1

2

3

4
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A.

A.

A. The rate bases proposed by all parties in the case are as follows :

OCRB RCRB

$22,737,766 $34,735,046

$21 ,644,877 $32,455,951

$21,328,051 $33,674,604

Company-Direct

Staff

RUCO

FVRB

$28,736,406

$27,050,414

$27,501,327



Company Rebuttal $22,663,316 $32,871,183 $27,767,249

Q-

A. Original Cost Rate Base.

PLEASE DISCUSS THE COMPANY'S PROPOSED ORIGINAL COST

RATE BASE, AND IDENTIFY ANY ADJUSTMENTS YOU HAVE

ACCEPTED FROM STAFF AND/OR RUCO?

A. The Company's rebuttal rate base adjustments to OCRB are shown on rebuttal

schedules B-2, pages 2 through 6. Rebuttal schedule B-2, page l, shows the

rebuttal OCRB. Schedule B-2, page 2, summarizes the adjustments made to the

OCRB.

Rebuttal OCRB adjustment number 1, as shown on B-2, page 3, adjusts

plant-in-service and reflects adoption of several recommendations by both Staff

and RUCO. There are 5 proposed adjustments to plant-in-service that are reflected

"C", and The first adjustment

(column A) on B-2, page 3, corrects the plant-in-sewice balance to match the B-2

plant detail schedule included in the Company's direct filing. Staff recognizes,

and the Company agrees, that $32,536 of plant was excluded from the plant-in-

service balance shown on the Company's direct B-l and B-2 schedules. The

$32,536 was included in the Company's plant detail schedule B-2, pages 3a to ac,

but failed to get called forward to the summary schedules B-1 and B-2, page 1.

See Direct Testimony of Marvin E. Millsap ("Millsap Dt.") at 4-5. This error was

disclosed during discovery. The $32,536 was properly included in the Company's

direct RCRB plant-in-service amount.

in columns labeled as "A", MBM3 MDS), WEll
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Q- WHAT CONSTITUTES THE $32,536 ERROR TO OCRB PLANT-IN-

SERVICE?

A. The Company had failed to record capitalized expenses from the prior rate ease.

See Decision No. 68176 (September 30, 2005) at 8. When I prepared the plant



additions and retirements schedule (Company Direct Schedule B-2, page 3a-3c), I

started with the plant balance approved in the last rate case. As the Direct

Schedule B-2, page ac shows, the computed plant balance at the end of the test

year (December 31, 2006) was $5l,053,253. The B-2, page l ("Actual End of test

Year"), reflects the Company's recorded amount of $5l,02(),7l4, a difference of

$32,539. The $3 difference between the $32,536 and the $32,539 is due to

rounding to whole dollar amounts on the Company's Direct Schedule B-2, page 3a

to 3c. Putting this aside, there was no proposed direct filing adjustment to correct

the discrepancy.

Q- DOES RUCO'S PROPOSED OCRB PLANT-IN-SERVICE RECOGNIZE

THIS ERROR?

No, instead RUCO removes the $32,536 from RCRB plant-in-sewiee claiming the

amount was double counted. See Direct Testimony of Timothy J. Coley ("Coley

Dt.") at 7 and 26. I do not agree with RUCO's adjustment and cannot find support

for it.

Q- THANK YOU. PLEASE CONTINUE.
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A.

A. The second adjustment, included as part of rebuttal OCRB adjustment number 1

(column B), increases land and land rights by $1,280,000. This is the result of

CCWC accepting Staff s recommended reclassification of these costs to deferred

regulatory assets. Millsap Dt. at 15-18. In the Company's direct Filing, the

Company had proposed that the cost to acquire an additional 1,931 acre-feet

("a.f.") of Central Arizona Project ("CAP") water allocation be included in rate

base as a deferred regulatory asset and amortized over 20 years. See Direct

Testimony of Thomas J. Bourassa ("Bourassa Dt.") at ll.



Q- DOES STAFF PROPOSE THAT THE CAP COSTS BE SUBJECT TO

AMORTIZATION?

No. As a land and land right, the cost would not be subject to amortization.

Millsap Dt. 16. However, both CCWC and Staff are in agreement that the

acquisition cost should be included in rate base. I will discuss operating expense

adjustments related to the additional CAP allocation later in my testimony.
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Q- WHAT IS RUCO'S POSITION ON THE ADDITIONAL CAP

ALLOCATION COSTS?

A.

A.

RUC() excludes the entire $1,280,000 from rate base asserting that none of the

additional CAP allocation is used and useful. Coley Dt. at 20-22. In his rebuttal

testimony, Mr. Hanford explains why RUCO's position, that this additional

allocation is not used and useful, is short-sighted and inconsistent with the realities

of operating a water utility in Arizona. Rebuttal Testimony of Robert N. Hanford

("Hanford Rb.") at 5-7.

From a ratemaking standpoint, I agree. As Mr. Hanford explains, the

acquisition was a one-time opportunity to acquire a fixed allocation. The

additional allotment will allow the Company to further the goal of limiting use of

ground water, and, if there is ever a curtailment of CAP water, the additional

allocation will provide the Company with greater CAP water availability. For

example, the Company's previous allocation was 6,978 a.f. With the additional

1,931 a.f., the Company's total allocation is 8,909 a.f. If CAP implements a 30%

curtailment because of drought, the Company's CAP water availability at 6,978

a.f. would drop to 4,885 a.f., whereas at 8,909 a.f. the water availability would

drop to 6,236 a.f. Any shortfall in the water supply needed to serve customers

would have to be made up by pumping groundwater and/or through

implementation of extreme conservation measures. Based on the example above



and the amount of CAP allocation utilized during the test year (all 6,978 a.f.),

approximately 2,093 a.f. would need to be produced by pumping ground water

(6,978 a.f. minus 4,885 a.f.) whereas with the additional allocation, approximately

only 742 a.f. would need to be produced by pumping ground water.

The bottom line is that ratepayers benefit by the Company proactively

securing an additional long-term water supply to meet the needs of its customers.

This makes it used and useful and appropriately afforded rate base treatment in this

case.

Q~ PLEASE CONTINUE WITH YOUR DISCUSSION OF THE COMPANY'S

PROPOSED OCRB RATE BASE ADJUSTMENTS.

The third adjustment, included as part of rebuttal OCRB adjustment number 1

(column C), adopts Staff's proposal to capitalize certain operating expenses

(outside services) totaling $37,674 and RUCO's proposal to capitalize certain

operating expenses (repairs and maintenance) totaling $43,217. Millsap Dt. at 24,

Scott Dt. at 9, and Coley Dr. at 15-16.

The fourth adjustment, included as part of rebuttal OCRB adjustment

number 1 (column D), adopts both Staffs and RUCO's proposal to retire wells 8

and 9 and water treatment facilities that are no longer in service. Millsap Dt. at 25-

26, Scott Dt. at 7, and Coley Dt. at 4-5.

Q. IS THERE AGREEMENT BETWEEN THE PARTIES ON THE COSTS TO

BE REMOVED FROM PLANT-IN-SERVICE?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A. No. There is slight disagreement between CCWC and RUCO on the cost of wells

8 and 9 - totaling $3,944. The Company proposes a total cost of $l07,412, which

reconciles to Staff's cost, whereas RUCO proposes costs of $103,468. See Staff

Schedule MEM-8 and RUCO Schedule TJC-7. All of the parties are essentially in



agreement of the cost of the retired water treatment facilities, a total of $2,010,922

using Staff' s rounded number.

Q- T H A N K  y o u . PLEASE CONTINUE WITH YOUR DISCUSSION OF

REBUTTAL ADJUSTMENTS TO OCRB.

The fifth adjustment  included as part  of rebut tal OCRB adjustment  number 1

(column E),  adopts Staffs proposal to  reclassify certain costs from one plant

category to another. Scott Dt. 8-9. The net impact on plant-in-service is zero.

Rebuttal OCRB adjustment number 2, as shown on B-2, page 4, adjusts

accumulated depreciation reflecting changes to accumulated depreciation from the

plant-in-service adjustments adopted in rebut tal OCRB adjustment  number l.

There are 3 proposed adjustments to accumulated depreciation that are reflected in

the columns labeled as "A", "B", and "C".

The fir st  adjustment ,  included as par t  o f rebut t al OCRB adjustment

number 2 (column A), increases accumulated depreciat ion for the capitalized

expenses proposed in rebut tal OCRB adjustment  1 (column B). Additional

accumulated depreciation is computed using the half-year convention. Staff makes

a similar adjustment for its proposed capitalized expenses while RUCO does not

appear to make this adjustment.

The second adjustment ,  included as part  of rebut tal OCRB adjustment

number 2 (column B), removes the costs of the retired wells 8 and 9 and the water

treatment facilities from accumulated depreciation. This adjustment corresponds

to the plant-in-sewice adjustment in rebuttal OCRB adjustment 1 (column C). All

the parties make similar adjustments for the retirements although, as I previously
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testified, RUCO has a lower cost for the retired wells.

A.

The third adjustment ,  included as par t  o f rebut t al OCRB adjustment

number 2 (column C), adjusts accumulated depreciation for the reclassified plant



costs reflected in rebuttal OCRB adjustment number 1 (column E). Computed

accumulated depreciation (based on the year in service and the depreciation rate

for the old plant account) is removed from the old plant account and computed

accumulated depreciation (based on the year in service and the depreciation rate

for the new plant account) is added to the new plant account. The half-year

convention is used in the computations .

Q- ARE THE COMPANY'S PROPOSED ADJUSTMENTS

ACCUMULATED DEPRECIATION THE SAME AS STAFF'S?

TO

No. Staff" s adjustments net to zero, whereas the Company's adjustments net to

$2,875. One obvious difference in the accumulated depreciation adjustment is that

Staff adjusts accumulated depreciation downward by $6,487 for the $34,062 for

account 303 - Land and Land Rights reclassified to account 320 - Water

Treatment Equipment. See Staff Schedule MEM-ll, line 53. However, no

accumulated depreciation was included for this cost in the Company's direct filing.

Another obvious difference is Staffs computed depreciation of $2,908 for the

reclassified $34,062. My computed accumulated depreciation is lower at $2,482.

Q- HOW DID YOU COMPUTE THE $2,482?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A. The $34,062 of cost was added in 2004. The depreciation rate for the 320 - Water

Treatment and Equipment account from December 2003 through the end of

September 2005 was 2.5% (the date of Decision 68176 was September 30, 2005).

From October 2005 through the December 2006 the authorized depreciation rate

was 3.33% (based on Decision 68176). Using the half-year convention,

depreciation for the $34,062 of cost would be as follows:

2004 $34,062 times 2.5% times 0.5 or $426 (rounded)

2005 $34,062 times 2.5% times 9/12 or $639 (rounded)

2005 $34,062 times 3.33% times 3/12 or $284 (rounded)



2006 $34,062 times 3.33% times 1 or $1,134 (rounded)

These amounts total $2,483 - a $1 difference from the $2,482 due to rounding.

Q- DID YOU USE A SIMILAR COMPUTATION METHOD FOR ALL

OTHER COMPUTED DEPRECIATION AMOUNTS REFLECTED IN THE

COMPANY'S SCHEDULES?

A. Yes. I believe that the Company's proposed accumulated depreciation adjustments

follow the correct methodology and results in amounts that should be adopted,

should the plant-in-sewice reclassification proposal be adopted.

Q- OKAY. PLEASE CONTINUE.

A. Rebuttal OCRB adjustment number 3, as shown on Rebuttal Schedule B-2, page 5,

reflects the adoption of Staff' s proposed adjustments to the general office ("GO")

plant. Millsap Dt. at 20. There is only one adjustment included as part of rebuttal

OCRB adjustment number 3 reflected in the column labeled as "A". This

adjustment removes $420,000 for a CPUC management audit from account 302

Other Intangible Plant, removes $820,254 for of a water management plant

unrelated to CCWC from account 339 - Other Plant and Misc. Equipment, and

removes $274,001 for "luxury vehicles" from account 341 -- Transportation

Equipment.

The Company's proposed allocation factor for the GO plant is 2.8%. This

is the recommendation made by RUCO. Coley Dt. at 17.

Q WHAT ALLOCATION RATE DOES STAFF PROPOSE?
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Staffs proposed allocation factor is 4.0%. The 4.0% is based on an updated

4-factor computation prepared by Staff using 2006 information. Millsap Dt. at 19.

Arguably, the 4-factor allocation rate proposed by Staff is more correctly matched

to the test year. However, the Company has chosen to adopt the 2.8% in the

A.

_10_



instant case, which results in a lower revenue requirement, in an effort to eliminate

disputed issues between the parties.

Q. PLEASE CONTINUE.

Rebut t a l OCRB ad jus t ment  number  4 ,  as  sho wn o n B-2 ,  page  6 ,  ad jus t s

accumulated depreciation based on the GO plant-in-service adjustments proposed

in rebuttal OCRB adjustment number 3. There is only one adjustment included as

part  of rebuttal OCRB adjustment number 4 reflected in the column labeled as

"A". Staff proposes a similar adjustment to accumulated depreciation. See Staff

Schedule MEM-8, page 2 of 3. However, Staff understates its adjustment to

accumulated depreciation for transportation equipment.

Q- PLEASE EXPLAIN.

The accumulated depreciation adjustment should equal the cost of the vehicles

removed, or $274,00l, because those vehicles were considered fully depreciated in

t he  Co mpany's  d ir ec t  filing . Staffs computed accumulated depreciat ion

adjustment  fo r  t ransport at ion equipment  is $43,667 -  $230,334 less. GO

transportation equipment was fully depreciated according to the Company's direct

filing. Proof of this can be found in the Company's Direct Schedule B-2, pages 3

and 4 where GO transportation equipment total $552,718 and GO accumulated

depreciation for transportation equipment is $552,718, respectively.

Q. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE REBUTTAL

ADJUSTMENTS TO RATE BASE.

A.
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Rebut tal OCRB adjustment  number 4,  removes the CAP allocat ion cost  from

deferred regulatory assets. As previously testified, Staff recommends, and the

Company has adopted, the reclassification of the CAP acquisition costs to plant-in-

service account 303 - Land and Land rights.

1

A.

A.
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Rebuttal OCRB adjustment number 6 adopts RUC()'s proposed negative

cash working capital of $111,606. Coley Dt. at 22-24. Both RUCO and the

Company are in agreement on the amount of working capital of $95,400, which

includes Prepayments in the amount of $192,485 and Materials and Supplies of

$14,521 and cash working capital of negative $1 l l,6()6.

Q- DID RUCO PREPARE A LEAD-LAG STUDY?

Yes, the Company has accepted this study in a further effort to eliminate issues in

dispute.

Q. WHAT IS STAFF'S RECOMMENDATION FOR WORKING CAPITAL?

A. Zero. Millsap Dt. at 22-23. Staff not only removes Prepayments of $192,485 and

Material and Supplies of 14,521 from rate base, but also Unamortized Debt

Issuance costs of $424,010 as part of its working capital adjustment. Id. Mr.

Millsap asserts that working capital should be zero because the Company did not

file a lead-lag stLldy to determine cash working capital. Id. While the Company

provided a computation of cash working capital using the formula method, it

proposed zero cash working capital.

Q. ARE UNAMORTIZED DEBT ISSUANCE COSTS A PART OF WORKING

CAPITAL?

No, they are not, however, the Company included these costs in rate base in the

instant case in order to properly match the rate base with the cost of debt in the rate

of return. Unamortized debt issuance costs, when amortized, increase interest

expense I
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Q. WILL THE FAILURE INCLUDE THE UNAMORTIZED DEBT

ISSUANCE COSTS CREATE A MISMATCH BETWEEN THE RATE

CASE AND THE RATE OF RETURN?

TO

A.

A.
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Yes. Failure to recognize the unamortized debt issuance costs in rate base, as Staff

has done, results in a mismatch between the rate of return and the rate base. Staff

admits that the debt issuance costs are a "below the line" expense (when

amortized) and are the same as interest expense and should be paid from the return

on the rate base portion. Millsap Dt. 23. However, Staff did not adjust the cost of

debt in their return. Thus, the mismatch.

Q- DID THE COMPANY SYNCHRONIZE INTEREST EXPENSE WITH THE

FVRB IN ITS DIRECT FILING?

Yes. Bourassa Dt. at 18.

Q- ARE THERE ANY OTHER ADJUSTMENTS PROPOSED BY STAFF

THAT THE COMPANY HAS NOT ACCEPTED?

Yes. The Company does not agree with Staff on the treatment of the proceeds

from a settlement between the Company and the Fountain Hills Sanitary District

("FHSD") involving two wells owned by the Company. The proceeds equaled

$l,520,000. Staff proposes that it's computed unamortized portion of the entire

settlement proceeds, or $l,216,000, be included in rate base as a deduction.

Millsap Dt. at 15 . This adjustment penalizes CCWC for taking the risk to pursue a

settlement with FHSD, therefore, the Company continues to propose an equal

sharing of the settlement proceeds with ratepayers, and continues to include only

one-half of the unamortized portion, or $646,000 in rate base as a deduction.
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Q- DO THE COMPANY AND STAFF AGREE ON THE AMORTIZATION

PERIOD OF 10 YEARS?

Yes. However, I computed amortization for 2005 and 2006 using a half-year

convention, whereas Staff computed amortization for 2005 and 2006 using a full-

year convention. Staff' s unamortized balance would have been 1,292,000 rather

than $1,218,000 had they used half-year convention for computing amortization.

A.

A.

A.

A.
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Q- DIDN'T CCWC ASSERT THAT IT PROPOSED THIS TREATMENT

CONSISTENT WITH PAST COMMISSION DECISIONS?

Yes, in the Arizona Water Company-Eastern Group rate case, the Commission

rejected the utility's proposal to retain all the settlement proceeds for its own

benefit, and Staffs proposal to treat the settlement proceeds in a manner that

inured to the sole benefit of the ratepayers. Decision No. 66849 (March 19, 2004).

In adopting RUCO's proposal that the settlement proceeds be shared equally

between ratepayers and the utility, the Commission found that an equal sharing of

the settlement proceeds "provides a reasonable balance between the rights of

shareholders and ratepayers and will provide the Company with a sufficient

incentive to pursue future settlement or litigation of claims that the Company and

its customers may be entitled to receive." Id. at 35.

Q. DOES STAFF DISAGREE THAT DECISION NO. 66849 SUPPORTS

CCWC'S PROPOSED TREATMENT OF THE FHSD SETTLEMENT

PROCEEDS?
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Yes. For one thing, Staff appears to be of the view that no prior Commission

decision has value as precedent. See Staff Response to Company data request

I will leave it to the

lawyers to argue over whether the Commission can issue inconsistent decisions,

but I would note that in reaching its conclusion in the Arizona Water rate case the

Commission expressly relied upon a prior case for TEP as support for its position.

Decision No. 66849 at 35. Beyond that, Staff' s sole claim is that the Arizona

Water case is not precedent because in that case the utility received replacement

water and a settlement payment. Millsap Dt. at 15. Staff does not explain, nor do I

see how this makes a difference. For starters, as Mr. Hanford explains in his

rebuttal testimony, the Company was not even using the water from Well No. 8 to

1.45, attached hereto as Bourassa Rebuttal Exhibit 1.

A.

A.

_14_



provide potable water service to ratepayers. Second, the Commission rejected

Staff's recommendation to deprive shareholders of any benefit from the settlement

proceeds in that case to strike a fair balance and create an incentive to act in the

interests of ratepayers as well as shareholders. The Commission should do the

same thing in this case.

Q.

B. Reconstruction Cost Rate Base.

WOULD YOU PLEASE DISCUSS THE COMPANY'S REBUTTAL

ADJUSTMENTS TO THE RCRB?

The Company's rebuttal rate base adjustments to RCRB are shown on Rebuttal

Schedules B-3, pages 2 through 6.

rebuttal RCRB. The rebuttal B-3 adjustments reflect the rebuttal B-2 adjustments

at the reconstruction cost level with one exception. The adjustment in column B of

rebuttal RCRB adjustment number l adopts RUCO's proposed RCN value

correction. Coley Dt. at 25-26. The correction is the result of my using an

incorrect Handy-Whitman index for year 2004 and account 304 - Structures and

Improvements. The Company's proposed downward adjustment of $17,805

matches RUCO's proposed adjustment. Id.

Rebuttal Schedule B-3, page 1, shows the

Q. DOES THE COMPANY CONTINUE TO PROPOSE A 50/50 WEIGHTING

OF OCRB AND RCRB AS ITS FVRB?

Yes. Rebuttal schedule B-1 shows the OCRB, RCRB, and the FVRB.
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IV.

Q-

INCOME STATEMENT.

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

ADJUSTMENTS TO REVENUES AND EXPENSES AND IDENTIFY ANY

ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF AND/OR

RUCO?

A.

A.
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The Company rebuttal adjustments are detailed on Rebuttal Schedule C-2, pages

1-13. The rebuttal income statement with adjustments is shown on rebuttal

schedule C-1 .

In rebuttal adjustment number one, the depreciation expense is annualized,

reflecting the plant-in-service adjustments discussed above. Depreciation expense

has decreased from the Company's direct tiling due to the plant-in-service

adjustments I discussed above.

Q. DO ALL PARTIES RECOMMEND THE SAME DEPRECIATION RATES?

Yes .

Q- IS STAFF'S DEPRECIATION EXPENSE DIFFERENT THAN THE

COMPANY'S?
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Yes, it is lower. Putting aside the capitalized expenses recommended by RUCO

and adopted by the Company, reclassifications of plant that are not in Staff" s plant-

in-service balance, the primary difference in depreciation between Staff and the

Company is due to the differences in our respective depreciable plant-in-sewice

balances. For example, both the Company and Staff agree to the original cost

plant balance for account 331 - Distribution Reservoirs and Standpipe of

$18,953,054 Compare Staff Schedule MEM-16, line 15, with the Company's

rebuttal schedule C-2, page l, line 18. Depreciation for this account, based on the

$18,953,053 and a depreciation rate of 2.0%, should be $379,061 ($l8,953,053

times 2%). However, Staff uses the figure $177389,634 to compute depreciation

rather than the $18,953,053 Staffs depreciation is $349,013 ($l7,389,634 times

2%). Since the Company depreciates its plant by plant group or account, the

proper ratemaking approach is to depreciate the plant by group (account). Staff

does not explain why it utilized a lower base figure for computing depreciation.

A.

A.

A.
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Another example of a difference in the base figure used to compute

depreciation is for the account 347 - Miscellaneous Equipment. Both the

Company and Staffagree to the original cost plant balance for this account of $0.

Yet, Staff uses the figure $106,542. Compare Staff Schedule MEM-16, line 28,

with the Company's Rebuttal Schedule C-2, page l, line 31, column labeled

"Rebuttal Original Cost". Staff recommended the $106,542 be reclassified from

the account 347 - Miscellaneous Equipment to account 339 - Other Plant and

Miscellaneous Equipment (See Staff Schedule MEM-8, page 3 of 3, lines 159 and

160), which the Company adopted in its rebuttal OCRB adjustment number l.

Again, Staff does not explain why it utilized the $106,542 in computing

depreciation expense.

Q- IS RUCO'S PROPOSED DEPRECIATION EXPENSE DIFFERENT THAN

THE COMPANY'S?

Yes, it is higher. This reason for this is that RUCO's depreciation computations do

not include the plant-in-sewice adjustments, in particular the plant

reclassifications, proposed byStaff and adopted by the Company.

Q. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE INCOME

STATEMENT ADJUSTMENTS.

The Company accepts Staffs method of computing property taxes. This is the

same method that the Commission has consistently used in past cases. Bourassa

Dt. at 14. This method includes two years of adjusted revenues plus one year of

proposed revenues. Using this methodology, I computed the property taxes based

on the Company's proposed revenues, and then used the property tax rate that was

used in the direct filing. Rebuttal adjustment number 2 reflects the adjustment

using the Company's rebuttal proposed revenues.
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26 Q- HAVE YOU PROPOSED A CHANGE TO THE ASSESSMENT RATIO?

A.

A.
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Yes. The Company is recommending an assessment ratio of 22% instead of the

23% ratio utilized in the Colnpany's direct filing. The 23% ratio, also used by

Staff, is the assessment ratio that will be used for computing 2008 property taxes.

The 22% will be used for the 2009 property tax year, and since this is now a

known and measurable change, I have made the additional adjustment.

Q. WHAT ABOUT RUCO'S POSITION ON PROPERTY TAX EXPENSE?

A. RUCO has finally modified its past method of computing property taxes, which

exclusively used historical year revenues to compute property taxes and was

repeatedly rejected by the Commission. RUCO now proposes to use two historical

years (2004 and 2005) and one year of RUCO's proposed revenues. Coley Dt. at

38-39, RUCO Schedule TJC-33. Mr. Coley also provides testimony as to an

alternative method that utilizes the last known and measurable year (2008) of

property tax expense with an additional adjustment to account for RUCO's

proposed level of revenues. Coiey Dt. at 40. But RUCO does not explain how the

additional adjustment would be computed.

Q- IS RUCO NOW FOLLOWING

ESTABLISHED METHODOLOGY?

THE COMMISSION'S WELL-
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A. No, because RUCO utilizes 2004 and 2005 revenues and ignores 2006 revenues.

The rates in this case will go into effect sometime in 2009 and 2006 revenues have

already been included in the property tax valuation for 2007 reflected in the

property tax bill the Company already received in September 2007. And, the 2007

revenues and 2006 revenues have already been included in the 2008 property tax

valuation reflected in the property tax bill the Company received in September

2008. In other words, RUCO's property tax expense level continues to ensure that

the full impact of revenue increases on property tax expense will not be

recognized. So, it is two-steps forward, but one step back for RUCO, so to speak.

A.
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Q, WHAT ABOUT RUCO'S CLAIM THAT THE COMPANY HAS "OVER

RECOVERED" PROPERTY TAXES SINCE THE LAST RATE CASE?
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This claim is flawed for a number of reasons. First, RUCO's claim seems

inconsistent with its position that you cannot look at single expenses in isolation

because some expenses go up after a rate case and some go down. See RUCO's

response to Company data request 1.48, attached hereto as Bourassa Rebuttal

Since CCWC did not earn its authorized return in the first full year the

new rates were in effect, the same year as the test year in this case, we know that

the net impact of expense increases outpaced any decreases. Therefore, the

Company did not over recover in any sense.

Second, RUCO's claim that the Company over recovered property taxes by

more than $300,000 is misleading. Coley Dt. at 38. For one thing, the new rates

did not go into effect until October 2005, making RUCO's use of data going back

to 2004 totally inappropriate. Additionally, the actual level of property tax

expense incurred has changed since the last rate case for reasons that have nothing

to do with the methodology used by this Commission in the past. Instead, in 2005,

a bill was introduced into the Arizona Legislature to reduce the assessment ratio on

Class One property from 25% to 20% over 10 years (of %% per year for 10 years)

starting in 2006 (HB 2779). Revisions to the property tax assessment ratio

reduction time frame were made in the final bill passed by the Arizona Legislature.

Now codified in A.R.S. §42-l500l, the assessment ratio for Class One property

will decline from 25% to 20% starting in 2006 and going through 2011 tax year.

After property tax year 2011, the property tax rate will remain at 20%. The

changes to the assessment ratio were not contemplated in the property tax

computation in the last rate case. An assessment ratio of 25% was utilized. This

was the known and measurable assessment ratio at the time rates were set. The

Exhibit 2.

A.
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assessment ratio in the instant case is 22% based on the ratio that will be in effect

for the 2009 property tax year.

Likewise, property tax rates have also changed since the computation

performed in the last case. In the last rate case, a property tax rate of 9.3587% was

utilized. Again, the property tax rate was the known and measurable rate at the

time rates were set. The property tax rate in 2006, and utilized in the Company's

direct filing, was 7.7913%. If the Commission were to approve adjuster

mechanisms for certain expenses, like many other states do, these types of changes

could be addressed between rate cases. Meanwhile, RUC() is misleading the

Commission by attempting to argue that there is still something wrong with the

Commission's well-established methodology based on the actual facts and

circumstances.

Q- WHAT IS THE PROPERTY TAX RATE UTILIZED IN THE COMPANY'S

REBUTTAL PROPERTY TAX COMPUTATION?

6.9159%. This is the 2008 property tax rate and the most current known and

measurable property tax rate .
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Q- WHY DIDN'T THE COMPANY PROPOSE AN ASSESSMENT RATIO OF

20% IN THE INSTANT CASE?

First, the Company is already proposing to use an assessment ratio three years

outside of the test year to set the assessment ratio used in the computation.

Second, and more importantly, the property tax rate employed in the property tax

computation could go up, offsetting any gains from a lower assessment ratio. It

could also go down as it did since the last rate case. By way of illustration, the

property tax rate for 2007 was 6.6505%. While the 2007 property tax rate is lower

than the rate for 2006, it is also lower than the rate for 2008. The problem is that

future changes to tax rates are not known and measurable at this time.

A.

A.
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Q. DO YOU HAVE ANY OTHER COMMENTS?

Just to reiterate that there still remains a sound basis for the methodology this

Commission has consistently utilized. Like income taxes, which are also based on

the amount of revenue the utility realizes, property taxes must be adjusted to

ensure that the new rates are sufficient to produce the authorized return on rate

base. For this reason, since the new ADOR methodology was adopted several

years ago, the Commission has repeatedly approved the use of two years of

adjusted test year revenue and one year of proposed revenues to determine an

appropriate level of properly tax expense to be recovered through rates. Bourassa

Dt. at 14.

Q- DID YOU CORRECT THE NET BOOK VALUE FOR TRANSPORTATION

EQUIPMENT IN THE COMPANY'S REBUTTAL FILING PROPERTY

TAX COMPUTATION?

A. Yes. RUCO witness, Mr. Coley, pointed this error out (Coley Dt. at 39) and it was

corrected. The net book value of transportation equipment used in the property tax

computation (rebuttal schedule C-2, page 2) matches RUCO's amount of

$474,679.
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Q- THANK you. WOULD YOU PLEASE CONTINUE WITH YOUR

DISCUSSION OF THE INCOME STATEMENT ADJUSTMENTS.

Rebuttal adjustment 3 increases rate case expense. The Company's rebuttal

proposed rate case expense is $538,511 amortized over 3 years. There are two

components to this expense. The first component is the proposed rate case

expense for the instant case in the amount of $280,000. This remains the same as

in the Company's direct tiling. The second component is rate case expense for the

appeal of Decision 68176 (the "Appeal") and the Remand Proceeding ("Remand")

(Decision 70441 (July 28, 2008)). The Company is requesting approximately one-

A.

A.
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half of the amount it expended, or $258,511. I have previously testified in the

remand case regarding rate case expense. See Supplemental Testimony of Thomas

J. Bourassa ("Bourassa Rmd. Supp.") in Docket No. W-02113A-07-0551. Staff

and RUCO have reviewed supporting documentation for the amounts expended

and I am not aware of any dispute over the amounts the Company actually

incurred.

Q- DOES THE COMPANY STILL WISH TO RECOVER RATE CASE

EXPENSE FOR THE APPEAL AND REMAND VIA A SURCHARGE?

No, we have determined that it now makes more sense to simply roll these

expenses into the total award of rate case expense in this rate case. This change

simplifies the issue and may help to eliminate issues between the parties.

Q- IS THERE A BASIS FOR SEEKING RECOVERY OF THE REMAND

RATE CASE EXPENSE IN THE INSTANT CASE?

Yes. The Commission allowed the Company to seek recovery in this ease.

Decision 70441 at 39.

Q- WHAT HAPPENED TO THE UNRECOVERED RATE CASE EXPENSE

FROM THE 2003 RATE CASE?

We have dropped this request. Not because we agree with Staff' s or RUCO's

reasons for opposing recovery of unamortized rate case expense. Instead, because

the instant case has taken longer than expected, there will be only a small

unamortized rate case expense balance by the time this proceeding is completed

sometime in May or June 2009. To eliminate issue any dispute, CCWC is willing

to forego recovery of this unamortized amount.
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Q- DO YOU AGREE WITH STAFF'S VIEW THAT A "NORMALIZED"

AMOUNT OF RATE CASE EXPENSE SHOULD BE INCLUDED IN

OPERATING EXPENSES?

A.

A.

A.
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No. Because rate case expense is incurred outside the test year and for the specific

purpose of obtaining rate relief, I believe rate case expense should be treated like a

deferred regulatory asset. Like other regulatory assets (e.g., plant-in-service), the

costs of deferred regulatory assets are recovered over time. Presumably, if the

amortization period for rate case expense (as with depreciation expense for plant-

in-sewice) approximates the time between when new rates are set, the utility will

recover the expense in full with neither an over collection nor under collection of

the expense.
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Q- COULDN'T A UTILITY OVER RECOVER RATE CASE EXPENSE IF IT

TOOK LONGER THAN THE AMORTIZATION PERIOD TO FILE FOR

NEW RATES?

It is possible, but this has not happened in the instant case. The Company was

granted new rates at the end of September 2005 and Filed for new rates nearly two

years later. If this case had progressed timely and not been delayed, new rates

would have been implemented sometime in November/December 2008. Thus,

three years would have elapsed between new rates, yet the $285,000 of rate ease

expenses the Company was allowed in Decision No. 68176 was amortized over 4

years.

Besides, a chance of "over" or "under" recovery does not alter the view that

rate case expense is a deferred regulatory asset. The problem is minimizing any

over or under recovery and this is a matter of timing. Utilities can "over" recover

on other regulatory assets if a long enough period of time elapses between rate

cases. By way of illustration, take transportation equipment.

Transportation equipment is typically depreciated over 5 years. Assume a

utility buys a new vehicle during a test year and files a rate case. The utility will

get 1/5 of the cost included in the revenue requirement as depreciation expense.

A.

A.
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Assume further that the utility then tiles a second rate case in 3 years. The utility

will still get 1/5 of the cost in the revenue requirement as depreciation expense.

Finally, assume that after the second rate case the utility continues to use the

vehicle for the next 5 years and then tiles a third rate case. The vehicle would

have been fully depreciated by the end of year 6, which occurred between the

second and third rate case, but the revenue requirement would still include the

depreciation expense included in the revenue requirement from the second rate

case. The utility could be said to have over collected for at least 2 years.

Q- WHAT AMOUNT OF RATE CASE EXPENSE IS

RECOMMENDING FOR THIS RATE CASE?

STAFF

$150,000 "normalized" over 3 years. Millsap Dt. at 31-33. Staff also recommends

recovery of $100,000 for the Appeal and Remand rate case expense. Id.

Q- WHAT JUSTIFICATION DOES STAFF PROVIDE FOR REDUCING

RATE CASE EXPENSE FOR THE APPEAL AND REMAND BY MORE

THAN $150,000?

A. Staff argues that the Company only agreed to seek 3100,000 for the Appeal and

Remand. Millsap Dr. at 32. While the Company did seek only $100,000

previously, that requestbased on estimates at the outset of the Remand proceeding.

That request was opposed by Staff, and the Commission told the Company to seek

its recovery of rate case expense for the Appeal and Remand in this case. When

we went back to prepare that request it became clear that $100,000 was simply

inadequate given how much the Company was forced to incur as a result of the

Court ordered remand following its finding that the Commission violated the

Arizona Constitution.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- HOW DID THE COMPANY COME UP WITH ITS REQUESTED $258,511

IN RATE CASE EXPENSE FOR THE APPEAL AND REMAND?

A.
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The Company incurred $100,000 for the Appeal, which we divided in half because

it prevailed on only one of the two issues on appeal. To that, we added $8,176 for

CCWC's costs in the Remand as those costs were incurred primarily to  meet

Commission filing and other requirements. The Company's expert witness costs

were incurred primarily in response to the positions taken by Staffs and RUCO's

expert  witnesses, so we feel recovering eighty percent  (80%) of those costs is

appropriate ($l05,853 x 80%=$84,682.40). Id. No cost  for CCWC's witness

Ernie Gisler was included. Finally, we believe that $120,000 for legal expenses

for the Remand proceeding (roughly 40% of the amount  actually incurred), is

reasonable. The total of all this is $258,5l l. This leaves the Company absorbing

more than a quarter  million dollars of rate case expense for  the Appeal and

Remand. This is explained in even more detail in my Supplemental Testimony.

Q- THANK YOU MR. BOURASSA. COULD YOU NOW EXPLAIN STAFF'S

BASIS RECOMMENDING ONLY $150,000 FOR RATE CASE EXPENSE

FOR THIS RATE CASE?

According to Mr. Millsap, Staff' s recommendation is based on an analysis of "rate

case expenses approved by the Commission for other comparable sized utilities."

Millsap Dt. at 32. According to Mr. Millsap, these comparable utilities include

"Empire District Electric Company, Peoples Natural Gas, Western Resources and

Gne OK." See Staff response to Company data request 1.27, which is attached to

Mr. Hanford's testimony as
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Q,

Hanford Rebuttal Exhibit 1.

ARE THESE ARIZONA WATER AND SEWER UTILITIES REGULATED

BY THE COMMISSION?

No, they appear to be electric and gas companies regulated by the public utility

commission in Kansas. But  Staff provides nothing to support  the comparison-

like the size of the utilities, the amount of rate case expense or a comparison of the

A.
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process used in Kansas to that followed in Arizona. I guess all I can really say is

"Dorothy, we are not in Kansas".

Q. DIDN'T STAFF LOOK AT ANY ARIZONA UTILITIES?

In the same data request response citing the Kansas four, Mr. Millsap references

rate cases for Arizona-American, Arizona Water and Pine Water Company.

Again, however, Staff provides no explanation of how these rate cases compare to

this one or why they provide a basis for reducing the Company's requested rate

case expense by $130,000. I worked on the Pine Water case Staff refers to, Docket

No. 03-0279. In that case, Pine Water, a small water utility with roughly 2000

customers, received $200,000 of rate case expense through a settlement between

the parties. See Commission Decision No. 67166 (August 10, 2004). Given the

impacts of inflation, and the fact that CCWC is about 6.5 times the size of Pine

Water, rate case expense in this case should be at least $1 million.
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Q- HAVE YOU CONSIDERED AWARDS OF RATE CASE EXPENSE IN ANY

OTHER CASES, MR. BOURASSA?

Yes, in fact I can respectfully suggest that this analysis is simple. In the last rate

case for CCWC, the Company sought and was awarded rate case expense of

$285,000. Certainly the Company is a "comparable-sized utility" relative to itself,

and that case was processed several years ago. With the impacts of inflation we

have all become familiar with due to the use of FVRB, we can surely assume that

the costs for the same utility processing a similar rate case would now be higher.

Yet, we have sought $5000 less than CCWC was awarded in that last case.

When these two levels of rate case expense are compared, to cite just one

example, with the Arizona Water - Eastern Group case I discussed earlier with

respect to the treatment of settlement proceeds, in which case the Commission

approved rate case expense of $250,000, it isn't hard to portray the Company's

A.
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request as reasonable, and Staff' s recommendation as unreasonable. Simply

assuming an inflation rate of 2%, the 2004 costs would be higher by over 8%,

meaning that the comparable cost for Arizona Water - Eastern Group case would

be $270,000 today. I also would note that approximately 18 months later the

Commission awarded $250,000 of rate case expense for Arizona Water

Company's-Western Group rate case in Decision No. 68302 (November 14, 2005).

It is important to note, however, that in these two other rate cases the Commission

recognized that Arizona water utilized in-house regulatory staff greatly reducing

the amount of rate case expense incurred.

Q, WHAT IS RUCO'S POSITION ON RATE CASE EXPENSE?

RUCO has not modified the Company request for rate case expense of $280,000

for the instant case. RUCO recommends no recovery of costs for the Appeal and

Remand. See Direct Testimony of William A. Rigsby ("Rigsby Dt.") at 6. Besides

asserting that the cost of the appeal and remand is excessive, RUCO believes that

because it was a "business decision" to appeal Decision 68176, the shareholder

should bear the cost. Id. RUCO acknowledges that the Company sought relief

from a Commission decision in which the Court of Appeals found that the

Commission acted contrary to Arizona law. Further, Remand was ordered by the

Court of Appeals. Apparently, RUCO believes that if a utility seeks relief from an

unlawful Commission decision in order to allow it to reach just and reasonable

rates, that utility should not be entitled to recovery.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- HOW MUCH RATE CASE EXPENSE FOR THE INSTANT CASE HAS

THE CUMPANY INCURRED THROUGH SEPTEMBER OF 2008?

Over $230,000. With the costs of two more rounds of testimony (including this

rebuttal testimony), several days of evidentiary hearings, closing briefs, and an

Open Meeting yet to be incurred, the Company is on track to exceed its request of

A.
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r

$280,000. As Mr. Hanford testifies, the Company expects to absorb a significant

amount of rate case expense by capping its request at $280,000 for this case, again,

illustrating that the request is very reasonable. See Hanford Rb. at 8-10.

Q- PLEASE CONTINUE WITH YOUR DISCUSSION OF THE INCOME

STATEMENT ADJUSTMENTS.

The Company has revised its revenue annualization. The revision to annualized

revenues is reflected in rebuttal adjustment number 4. As RUCO correctly points

out, the Company utilized actual 2007 water use data as well as estimates in the

golf course annualization computations in its direct filing. Coley Dt. at 45 .

Estimates were used because the actual water use information was not available at

the time the Company filed its rate application in September 2007. Now that a full

year of water use data is available for 2007, the revenue annualization includes a

full year of actual data.

Q- IS THE COMPANY'S REVENUE ANNUALIZATION ADJUSTMENT THE

SAME AS RUCO?

No. The Company's revenues annualization is lower by approximately $3,600.

Q- DID STAFF PROPOSE ANY CHANGE TO THE COMPANY'S REVENUE

ANNUALIZATION?

No.

Q. PLEASE CONTINUE.
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Rebuttal adjustment number 5 removes the amortization of the CAP allocation

from operating expense. As discussed previously, the CAP allocation costs have

been reclassified to account 303 - Land and Land Rights. Land and land rights are

not subject to amortization.

Rebuttal adjustment number 6 removes from expense amounts which were

reclassified to capital in rebuttal OCRB adjustment number l (column B).

l
l
W
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Rebuttal adjustment number 7 reduces water testing expense to the

"normalized" amount recommended by Staff. Millsap Dt. 37 and Scott Dt. at 19-

22.

Rebuttal adjustment number 8 reduces purchased water expense. This

adjustment reflects a reduction in the CAP water M&I (capital) costs related to the

additional CAP allocation. Because Staff found half of the additional CAP

allocation used and useful, the Company proposes only half of the annual CAP

M&I costs. Both Staff and the Company are in agreement on the total M&I

charges in purchased water expense. However, the Company's purchased water

adjustment is over $10,000 less than Staff' s due to the fact that Staff does not

reflect higher CAP water deliveries from the revision made to the revenue

annuaiization. However, the Company's purchased water adjustment is over

$10,000 less than Staffs due to the fact that Staff does not reflect the higher CAP

water deliveries from the revision made to the revenue annualization, once the

2007 data was available on sales to the golf courses.

Q, WHY IS RUCO'S PURCHASED WATER EXPENSE LOWER THAN THE

COMPANY'S?

Because RUCO does not include any CAP M&I charges for the additional CAP

allocation of 1,931 a.f. As I testified previously, RUCO's position is that none of

the additional CAP allocation is used and useful and has recommended no

recovery of the CAP M&I charges.
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Q- IF THE COMPANY IS NOT RECOVERING ALL OF THE ANNUAL M&I

CHARGES FOR THE ADDITIONAL CAP ALLOCATION, WHAT

SHOULD BE THE TREATMENT OF THE UNRECOVERED COSTS?

The Company should record the unrecovered M&I costs as a deferred regulatory

asset. In a subsequent rate case, the Company may seek recovery of the deferred

A.
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charges assuming the balance of the CAP allocation is used and useful at that time.

Q- OKAY. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE

REBUTTAL ADJUSTMENTS TO THE INCOME STATEMENT.

Rebuttal adjustment number 10 increases miscellaneous expense for allocated

general office ("GO") expenses following Staff's recommendation. As discussed

above in relation to rate base, Staff recommends an allocation factor of 4.0% based

on an updated 4-factor method prepared by Staff. Millsap Dt. at 29. Staff did not

agree with the 3.74% allocation factor the Company used in its direct filing

because it was based on data as of September 2005 and was not properly matched

to the test year. Id.

Rebuttal adjustment number ll synchronizes interest expense with the

Company's rebuttal FVRB. The weighted cost of debt from rebuttal schedule D-1

is multiplied by the rebuttal FVRB contained on rebuttal schedule B-l to derive

the interest expense for computation of the income taxes. All the parties agree to

interest synchronization with rate base to determine interest expense. However,

RUCO and Staff interest synchronize with OCRB, whereas the Company uses

FVRB. Rebuttal adjustment number 11 reflects the interest synchronization with

the Company's rebuttal FVRB .

Q. WHY DOES THE COMPANY

SYNCHRONIZE?

USE FVRB TO INTEREST

Because this is the rate base upon which the Company seeks to have the revenue

requirement determined.
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Q- WHAT EFFECT, IF ANY, DOES THIS HAVE ON OPERATING

EXPENSES?

A.

A.
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The FVRB is higher than OCRB. This means the interest expense is higher and,

in turn, income taxes are lower. Thus, operating expenses and the revenue

requirement are lower than if OCRB is used.

Q- ARE THERE ANY OTHER REBUTTAL ADJUSTMENTS?

Yes, rebuttal adjustment 13 reflects the proposed increase in income taxes on

adjusted test year expenses.

Q~ ARE THERE ANY OTHER ADJUSTMENTS FROM RUCO AND/OR

STAFF THAT THE COMPANY DOES NOT ACCEPT THAT YOU

WOULD LIKE TO ADDRESS?

Yes. The Company disagrees with Staffs proposed operating expense adjustments

to chemicals, repairs and maintenance, and insurance because these adjustments

are based on averaging the test year with historical years. RUCO also proposes to

adjust miscellaneous expense by averaging the test year with historical years. Staff

claims averaging mitigates any extenuating circumstances which may have caused

fluctuations in chemicals and repairs and maintenance expense. Millsap Dt. at 33

and 34. RUCO makes a similar argument. Coley Dt. at 41 .

Q_ HAVE STAFF OR RUCO IDENTIFIED ANY EXTENUATING

CIRCUMSTANCES TO JUSTIFY USE OF AN AVERAGE?

No.

Q- WHY DO YOU DISAGREE WITH THE USE OF AVERAGES?
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I generally disagree with use of averages as a method of normalizing expenses.

Surrounding facts and circumstances must justify their use. I have found that only

in limited cases, based on the evidence, can they be justified. Averaging does not

reflect a known and measurable change to the test year. It is, at best, a guess.

Averaging as a means of normalizing an expense is also subjective with respect to

A.
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which expenses are averaged and which years (historical or future) are included in

the average. Averaging with historical years is also backward looking.

To illustrate the subjective nature of normalizing by averaging, consider

that in the prior case, Staff proposed averaging to normalize outside services,

office supplies, transportation expense, and miscellaneous expense. In all three

cases, Staff used the test year and two historical years in the average. In the instant

case, Staff is proposing to average chemicals, repairs and maintenance, and

insurance expense. In addition, Staff uses the test year and two historical years

(2004 and 2005) to normalize chemicals and repairs and maintenance expense,

while using the test year, 3 historical years (2003, 2004, and 2005), and l future

year (2007) to normalize insurance expense.

Consider also that RUCO adjusts repairs and maintenance based upon a

known and measurable change (capitalized expenses) while Staff proposes to

normalize repairs and maintenance by averaging. Similarly, RUCO is proposing to

normalize miscellaneous expense by averaging, while Staff adjusts miscellaneous

expense based on a known and measurable change (revised GO allocation factor) .

In other words,  there is too much subjectivity in this Mish-mash of

adjustments and it is not good ratemaking. If we are going to use the historical test

year, with all of its flaws, we shouldn't just discard based on the presumption

something is wrong with the test year in the absence of evidence that actually

shows "extenuating" circumstances. This is especially true in this case given that

we are living in a time when the costs of nearly everything have and are increasing.

v.

Q-

RATE DESIGN.

WHAT ARE THE COMPANY'S REBUTTAL PROPOSED RATES?
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The monthly charges at proposed rates are listed below.A.
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All Classes

Meter
Size

Monthly
Minimum

Gallons included
in Monthly Minimum

3/4

1

1 1 /2

2

3

4

6

8

10

12

$ 18.30

S 30.50

$ 61.00

s 97.60

s 195.20

$ 305.00

S 610.00

s 1,128.50

$ 1,586.00

S 2,803.00

0

0

0

0

0

0

0

0

0

0

Fire Hydrants used for
Irrigation 33 196.50 0

Fire Hydrants basic
Service s

s

0.00

10.00

0

0Fire Sprinkler

The commodity charges and tiers by meter size are:

Residential, Commercial and Industrial Class

Meter
Slze Tier (gallons)

Charge
per 1,000 gallons

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

3/4 1 to 3,000

3,001 to 9,000

Over 10,000

S 2.281

s 3.392

S 4.078
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1

1 1/2

2

3

4

6 1

8

10

12

1 to 24,000

Over 24,000

1 to 60,000

Over 60,000

1 to 100,000

Over 100,000

1 to 225,000

Over 225,000

1 to 350,000

Over 350,000

to 725,000

Over 725,000

1 to 1,125,000

Over 1,125,000

1 to 1,500,000

Over 1,500,000

1 to 2,250,000

Over 2,250,000

s 3.392

S 4.078

S 3.392

S 4.078

S 3.392

s 4.078

S 3.392

s 4.078

$ 3.392

s 4.078

$ 3.392

s 4.078

s 3.392

s 4.078

$ 3.392

$ 4.078

$ 3.392

s 4.078

$3.392

$3.392

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Irrigation Class

All Meter Sizes All gallons

Fire Hydrant Irrigation and Construction Class

All Meter Sizes All gallons

Standpipe (Fire Hydrants)

All Meter Sizes All gallons

Fire Sprinklers

$3.392
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All Meter Sizes All gallons $3.392

DO STAFF AND RUCO PROPOSE SIMILAR RATE DESIGNS?

Yes .

WHAT IS THE IMPACT OF THE COMPANY'S PROPOSED RATES ON

AN AVERAGE % INCH METERED RESIDENTIAL CUSTOMER?

The present monthly bill for a % inch metered residential customer using an

average of 8,450 gallons is $32.38. The proposed monthly bill for a % inch

metered residential customer using an average of 8,450 gallons is $33.63

increase of $11 .26 or 34.77% over the present rates.

an

WHAT IS THE IMPACT OF THE COMPANY'S PROPOSED RATES ON

AN AVERAGE 1 INCH METERED RESIDENTIAL CUSTOMER?

The present monthly bill for a l inch metered residential customer using an

average of 10,095 gallons is $48.14. The proposed monthly bill for a l inch

metered residential customer using an average of 10,095 gallons is $64.74 - an

increase of $16.60 or 34.49% over the present rates.

Q, ARE THERE ANY CHANGES TO THE MISCELLANEOUS SERVICE

CHARGES?

No.

Q. ARE STAFF AND THE COMPANY IN AGREEMENT ON

MISCELLANEOUS CHARGES?

Yes.

ARE THERE ANY CHANGES TO THE METER AND SERVICE LINE

INSTALLATION CHARGES?

No.

1

2

3

4

5

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24 A.

25

26

ARE STAFF AND THE COMPANY IN AGREEMENT ON METER AND

SERVICE LINE INSTALLATION CHARGES?

A.

A.

A.

Q.

A.
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Yes.

Q- MR. BOURASSA, YOU MENTIONED LIVING IN INFLATIONARY

TIMES WHERE EVERYTHING COSTS MORE. IS CCWC WILLING TO

UTILIZE A LOW INCOME TARIFF TO HELP THOSE THAT TRULY

CANNOT AFFORD THE INCREASED COST OF WATER UTILITY

SERVICE?

Yes. We have discussed the concept with both Staff and RUCO and they are

supportive of the Company proposing such a tariff. We were unable to complete

the proposed tariff before this rebuttal filing was due, but we hope to supplemental

the filing with a proposed tariff shortly. The tariff will provide for reduced costs

to those that qualify based on income, but it will require the other customers to

subsidize the low income ratepayers.

Q- DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes, although I do wish to note that my silence on any aspect of Staff and/or

RUCO's direct filings is not necessarily intended to signal CCWC's acceptance.

1

2

3

4

5

6

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2126168.1

A.

A.

A.
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BUURASSA REBUTTAL
EXHIBIT 1 .

I



STAFF'S RESPONSE TO THE
FIRST SET OF DATA REQUESTS

FROM CHAPARRAL CITY WATER COMPANY
TO THE ARIZONA C0RP0RATI0N COMMISSION STAFF

Docket No. W-02113A-07-0551
October 16, 2008

1.45. Provide citation to any ACC precedent or other authority supporting Staffs
position that 100% of the proceeds from the Company's settlement with
Fountain Hills Sanitary District be recognized in a manner that benefits
ratepayers.

Response: Objection: this data request is overbroad and burdensome,
requests information that is not maintained in the nonna course of
business and would be time-consuming and burdensome to compile.
Notwithstanding the foregoing objection, Staff would provide the
following response: Staff is not aware of any similar situation. Each
Commission decision is based on the facts unique to that underlying
docket. Each ACC decision stands on its own merits and no ACC
decision creates a precedent.

Respondent: Marvin Millsap

45



BOURASSA REBUTTAL
EXHIBIT 2



RUCO'S RESPONSE TO
CHAPARRAL CITY WATER COMPANY, INC.'S

FIRST SET OF DATA REQUESTS

Docket No. W-02113A-07-0551

1.48 Admit that the costs of operating a utility have generally increased due to inflation
since 2003.

Response

Admit, in a general sense, completely isolating inflation, there is a general
upwards trend. RUCO does not agree that expenses generally increase from
one year to the next. Expenses typically increase and decrease. While one
element of an expense account may increase, another element of the expense
account may decrease causing the total expense account to actually decrease
from one year to the next.

{.

1

48



BOURASSA REBUTTAL
SCHEDULES



Chaparral City Water Company
Test Year Ended December 31, 2006

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rebuttal Schedule A-1
Page 1
Witness: Bourassa

Fair Value Rate Base $ 27,767,249

940,244Adjusted Operating Income

Current Rate of Return 3.39%

SS 2,776,725Required Operating Income

Required Rate of Return on Fair Value Rate Base 10.00%

$ 1836,481Operating Income Deficiency

Gross Revenue Conversion Factor 1 .6286

Increase in Gross Revenue
Requirement $ 2,990,957

Adjusted Test Year Revenues
Increase
Proposed Revenue Requirement
% Increase over adjusted test year revenues

$
$
$

7,505,010
2,990,957

10,495,967
39.85%

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

$ 3,524,021
2,441,283

172,583
345,894

24,229
34,290

$ 4,747,487
3,283,297

232,176
464,696
32,492
46,128

$ 1,223,467
842,014

59,594
118,802

8.263
11,838

34.72%
34.49%
34.53%
34.35%
34.10%
34.52%

Customer
Classification
Residential, Commerical, Industrial
3/4 Inch
1 Inch
1.5 Inch
2 Inch
3 inch
4 Inch
Irrigation
3/4 inch
1 Inch
1.5 Inch
2 Inch
4 Inch
6 Inch

69,200
178,745
134,012
161,987
152,769
322,475

130,820
350,299
260,613
314,013
322,747
687,598

61,620
171.554
126,602
152,026
169,977
365,123

89.05%
95.98%
94.47%
93.85%

111.26%
113.23%

FHIConstruction
3/4 Inch
1 Inch
2 Inch
3 Inch
4 Inch

42.77%
71 .57%
70.11%
46. 18%
40.96%
0.06%Fire Sprinkler

Reconciling Amt H-1 to C-1
subtotal
Revenue Annualization

$ $ $

77
971
453

39,114
4,679

3
(7,127)

3,349,051
(358,094)

Miscellaneous Revenues

43.64%
142.73%

0.00%
39.85%Total of Water Revenues (a) $

181
1,357

646
84,704
11,424
5,770
8,050

7,673,618
(250,897)

82,289
7,505,010 s

259
2,328
1,099

123,818
16,104
5,774

923
11,022,669

(608,991)
82,289

10,495,967 35 2,990,957

Line
NQ*

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57

SUPPORTING SCHEDULES:
Rebuttal B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1



Chaparral City Water Company
Test Year Ended December 31, 2006

Summary of Rate Base

Exhibit
Rebuttal Schedule B-1
Page 1
Witness: Bourassa

Original Cost
Rate base

RCND
Rate base

Fair Value
Rate Base (50/50)

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 50,908,634
13,696,614

$ 78,136,365
23,732,066

$ 64,522,499
18,714,340

Net Utility Plant in Service $ 37,212,020 $ 54,404,299 $ 45,808,159

6,557,243 10,225,334 8,391,288

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction - Net of amortization

Customer Meter Deposits
Deferred income Taxes 8 Credits
Investment tax Credits
Weil Settlement Proceeds

6,119,129
819,845
925,896

9,435,452
819,845
925,896

7,777,291
819,845
925,896

646,000 646,000 646,000

424,010 424,010 424,010

Plus:
Unamortized Debt Issuance

Costs
Prepayments
Materials and Supplies
Deferred Regulatory Assets
Allowance for Working Capital 95,400 95,400 95,400

Total Rate Base $ 22,663,316 $ 32,871,183 $ 27,767,249

Line

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

SUPPORTING SCHEDULES:
Rebuttal B-2
Rebuttal B-3
Rebuttal B-5

RECAP SCHEDULES:
Rebuttal A-1



Chaparral City Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments

Exhibit
Rebuttal Schedule B-2
Page 1
\Aptness: Bourassa

Direct
Adjusted

at
End of

Test Year
Adjustment

Amount

Rebuttal
Adjusted
at end

of
Test Year

Gross Utility
Plant in Service $ 51,771,885 (863,252) $ 50,908,634

Less:
Accumulated
Depreciation 15,877,022 (2,180,408) 13,696,614

Net Utility Plant
in Service $ 35,894,864 $ 37,212,020

Less:
Advances in Aid of
Construction 6,557,243 6,557,243

Contributions in Aid of
Construction - Net 6,119,129 6,119,129

Customer Meter Deposits
Deferred Income Taxes
Investment Tax Credits
Well Settlement Proceeds

819,845
925,896

819845
925,896

646,000 646,000

424,010
192,485
14,521

1 ,280,000

424,010

Plus:
Unamortized Debt Issuance
Costs

Prepayments
Materials and Supplies
Deferred Regulatory Assets
Working capital

(192,485)
(14,521)

(1 ,280,000)
95,400 95,400

Total $ 22,737,766 $ 22,663,316

Line

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

SUPPORTING SCHEDULES:
Rebuttal B-2, page 1

RECAP SCHEDULES:
Rebuttal B-1
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Chaparral city Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1

Details of Column C - Capitalized Expenses

Exhibit
Rebuttal Schedule B-2
Page 3.1
Witness: Bourassa

Expense
Account Original Cost

Outside Services
Outside Services
Outside Services

s

Plant
Account

304
304
304

Struct. & Improve.
Struck. & Improve.
Struck. & Improve.

Description BQ
New irrigation installation Staff MEM-10
Installation 30' x 6' fencing w/pa Staff MEM-10
Professional Survey for new fen Staff MEM-10
Subtotal $

2,500
4,375
4,715

11,590

Outside Services
Outside Services
Outside Services

$ 311
311
311

Elem. Pumping Equip
Elec. Pumping Equip
Elec. Pumping Equip

Recondition motor
Removal & repair of pump
Removal & repair of motor and pump
Subtotal $

7,448
5,513

13,123
26,084

Repairs and maintenance RUCO TJC-9 Repairs and maintenance s 43,217 339 Other Plant & Misc Equip.

Total $ 80,891

Reptirs

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

SUPPORTING SCHEDULES



Chaparral City Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1

Details of Column D - Plant Retirements

Exhibit
Rebuttal Schedule B-2
Page 3.2
Witness: Bourassa

Acquisition
Date

1/31 /1971
1/31 /1972
12/31 /1986

Plant
Account

Der Direct
307
307
307

Rebuttal
Adjustment

Original Cost
$

Description
Wells 1971 (Well #8)
Wells 1972 (Well #9)
ENGINE WELL

Subtotal $

Direct Filing
Original Cost

$ 49,329
54,139

3,348
106,816 $

(49,329)
(54, 139)

(3,348)
(106,816)

Install exhaust fans Well #9 8/31/1999 $ 596 304 $ (596)

12/31/1986
12/31/1987
1/31/1989

12/31/1989

320
320
320
320

Plant 1986 \/\lTd #1
Water treatment equip 1987 WTP #1
Water treatment equip 1989 VVII'P #1
Water treatment equipment 89 WTP #1
Subtotal $

1 ,320,562
288,612
397,339

4,409
2,010,923 $

$

(1 ,320,562)
(288,612)
(397,339)

(4,409)
(2,010,923)

Total $ 2,118,336 (2,118,336)

Line
No.

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17

18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

SUPPORTING SCHEDULES
Staff Schedule MEM-8, page 3 of 3
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Chaparral City Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1

Details of Column E - Reclassification of Plant

Exhibit
Rebuttal Schedule B-2
Page 3.3.1
Witness: Bourassa

(TO)

Description
WeIIs#11 Labor/reinstall

Acquisition
Date

9/30/1996

Original
C O

(FROM)
Plant Plant

Account Account
per Direct per Rebuttal

307 311250 HP sub s 65,622

Water treatment study 2004 $ 34,062 348 320

$ 330
330

331
331

16" Trans Main
Design Eng / Fountain Hills
Subtotal

Blvd Transmission t
9/30/2005
8/14/2006

$

1,381,264
121,156

1,502,420

s

car wash

10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
12/31/1996
12/31/1996

330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330

333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333

Install war svc @ 15038 scab.
Install war svc @ 15637 almost
Install war svc @ two ctr
Install war svc @ 16353 e.arow
Install war svc @ 13804 saguaro
Install war svc @ 13804 saguaro
Install war svc @16850 Nicklus
Install war svc @15361 G/eagle
place war svc @14213 angular
place war svc @14226 angular

Install war svc @Jiffy lab ctr
Install war svc @16418 desert
place war svc @13221 andover
place war svc @11015 Inca
place war svc @11449 Inca
place war svc @LA Fuenta opts
place war svc @12271 Chama
place war svc @16439 Nicklaus
place war svc @17426 Calico
place war svc @11214 Prtridge
place war svc @14218 Saguaro
place war svc @16932 Parlin
place war svc @ Plat 202
place war svc @16629 Almont
place war svc @ Almont dr (2)
place war svc @ El Pueblo (2)
place war svc@17303 el pueblo
place war svc@17252 el pueblo
water service@ 12031 Lamont
rpt war svc@ 16069 Glenbrook
rpt wtrsvc@17005 Enterprise
Lab.Mat to install copper sew
Lab.Mat to install copper ser

Subtotal

line
lines & upgrades

$

1,203
1,309
1,309
1,11 s
1,264
1,301
1,353
1,203
1,513
1,407
1,407
1,097
1,203
1,293
1,203
1,896
1,203
1,353
1,097
1,118
1,248
1,052

17,773
1,422
1,354
1,354
1,203

946
1,203
1,502
1,203

39,965
42,556

138,726

Service Line 1994 Install Wtr Svc, Gler 10/26/1994 $ 12,481 334 333

Meter installation 1/31/1973 $ 23,674 330 334

3/31/2005 $ 10,368 311 335

12/31/1996 $ 42,984 333 335

12/31/1993 $ 1,814 333 340

Fire Hydrant & DIP

1996 Mat/Lab inst new hydrant

Chairs (5) & Conference Room Table

Collection & Impounding Reservoirs 2003 s 6,548 305 330

Line
No.
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62

Reclass Adjustment to match Staff PIS $ 106,542 347 339

SUPPORTING SCHEDULES
Staff Schedule MEM-8, page 3 of 3
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Chaparral city Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2

Details of Column A - Capitalized Expenses Acc um. Depr.

Exhibit
Rebuttal Schedule B-2
Page 4.1
Witness: Bourassa

Line

M

Original
Cost

Depr.
Rate

Plant
Account

304
304
304

$ 3.33%
3.33%
3.33%

Depreciation
Half-year

Convention
$ 42

73
79

s 193

Description
New irrigation installation
Installation 30' x 6' fencing w/pane
Professional Survey for new fence

Subtotal $

2,500
4,375
4,715

11,590

311
311
311

$ 12.50% $
12.50%
12.50%

Recondition motor
Removal & repair of pump
Removal & repair of motor and pump
Subtotal $

7.448
5,513

13,123
26,084 $

466
345
820

1 .630

Repairs and Maintenance 339 $ 43,217 6.67% $ 1 ,441

Total $ 80,891 $ 3.265

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16

17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52

SUPPORTING SCHEDULES
Rebuttal B-2, page 3.1
Staff Schedule MEM-8, page 3 of 3



Chaparral City Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2

Details of Column B - Retirements Adjustment to Acc um. Depr.

Exhibit
Rebuttal Schedule B-2
Page 4.2
Vs/itness: Bourassa

Plant
Account

Rebuttal
Depreciation
Adiustment

$307
307
307

Description
Wells 1971 (Well #8)
Wells 1972 (Well #9)
ENGINE WELL

Subtotal

Retirement
Original Cost
$ 49,329

54,139
3,348

106,816$ $

(49,329)
(54,139)
(3,348)

(106,816)

Install exhaust fans Well #9 307 $ 596 $ (596)

WTP #1
WTP #1
WTP #1
VVTP #1

320
320
320
320

$Plant 1986
Water treatment equip 1987
Water treatment equip 1989
Water treatment equipment 89

Subtotal $

1 ,320,562
288,612
397,339

4,409
2,010,923

$ (1,320,562)
(288,612)
(397,339)

(4,409)
$ (2,010,923)

Total $ 2,118,336 $ (2,118,336)

Line

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17

18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

SUPPORTING SCHEDULES
Rebuttal B-2, page 3.2
Staff Schedule MEM-8, page 3 of 3
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Chaparral city Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2

Details of Column C » Compute Depreciation for Reclassified Amounts and New Plant Acct.

Exhibit
Rebuttal Schedule B-2
Page 4.3.1
Witness: Bourassa

1991 to 9~2005
Depreciation

RateDescription
Wells#11 Labor/reinstall 250 hp sub.

(TO)
Rebuttal

Plant
Account

311
Original Cost
$ 65,622

Acquisition

Year
1996 2.50%

10-2005 to 200s Rebuttal
Depreciation Acc um.

Rate Depr.'
12.50% $ 25,428

Water treatment study 320 $ 34,062 2004 2.50% 3.33% $ 2,482

16" Trans Main
Design Eng l Fountain Hills

Subtotal

331
331

$ 2005
2006

2.50%
2.50%

2.00% $
2.00% $

$

44,028
1 ,212

45,239$

1,381,264
121,156

1,502,420

333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333

$ 1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996

2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%

3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%
3.33%

$Install war svc @ 15038 scab.
Install war svc @ 16637 almost
Install war svc @ two Dr
Install war svc @ 16353 e.arow
Install war svc @ 13804 saguaro
Install war svc @ 13804 saguaro
Install war svc @16850 Nicklus
Install war svc @15361 G/eagle
place war svc @14213 angular
place war svc @14226 angular

Install Mr svc @Jiffy lab Dr
Install war svc @16418 desert
place war svc @13221 andover
place vvtr svc @11015 inca
place war svc @11449 Inca
place war svc @LA Fuenta opts
place war svc @12271 Chama
place war svc @16439 Nicklaus
place war svc @17426 Calico
place war svc @11214 Prtridge
place war svc @14218 Saguaro
place war svc @16932 Parlin
place war svc @ Plat 202
place war svc @16629 Almond
place war svc @ Almont dr (2)
place war svc @ El Pueblo (2)
place war svc@17303 el pueblo
place war svc@17252 el pueblo
water service@ 12031 Lamont
rpt war svc@ 16069 Glenbrook
rpt war svc@17005 Enterprise
LabMat to install copper ser
Lab.Mat to install copper ser

Subtotal $

1,203
1,309
1,309
1,113
1,264
1.301
1,353
1,203
1,513
1,407
1,407
1,097
1,203
1,293
1,203
1,896
1,z0a
1,353
1,097
1,11a
1.248
1,052

17,773
1,422
1,354
1,354
1,203

946
1,203
1,602
1,203

39,965
42,556

138,726 $

328
357
357
304
345
355
369
328
413
384
384
299
328
353
328
517
328
369
299
305
341
287

4,850
388
369
369
328
258
328
437
328

10,905
11,613
37,855

Service Line 1994 333 $ 12,481 1994 2.50% 333% $ 4,030

Meter installation 334 $ 23,674 1973 FULLY DEPRECIATED S 23,674

Fire Hydrant 8< DIP 335 $ 10,368 2005 2.50% 833% $ 1 .069

1996 Mat/Lab inst new hydrant 335 $ 42,984 1996 250% 2.00% $ 11,015

Chairs (5) & Conference Room 340 $ 1,814 1993 2.50% 6.67% $ 707

Collection & Impounding Reservoirs 330 $ 6,548 2003 2.50% 222% $ 550

339 $ 67,303 2003 2.50% 6.67% $
Reclass Adjustment to match Staff PIS
Balance at 12/31/2003
A/D balance at 12/31/2003

2004 Additions
2005 Additions
2006 Additions

339
339
339

$
$
$
$

16,445 2004
2005
2006

2.50%
2,50%
2.50%

6.67%
6.67%
6.67%

9,397
16,832

1,885

22,794
106,542

760
28,874

Line

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
71

SUPPORTING SCHEDULES
Rebuttal B-2, page 3.3

1 .
Half-year convention



Chaparral City Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2

Details of Column C _ Compute Depreciation for Reclassified Amounts and Old Plant Acct.

Exhibit
Rebuttal Schedule B-2
Page 43.2
V\htness: Bourassa

Original

Cost

1991 to 9/2005
Depreciation

Rate

10-2005 tO 2006
Depreciation

RateDescription
Wells#11 Labor/reinstall 250 hp sub.

(FROM)
Direct
Plant

Account
307 s 65,622

Acquisition

Year
1996 2.50% 3.33% $

Direct
Acc um.

Dear.'
17,906

Water treatment study 348 $ 34,062 2004 0.00% 0.00% $

16" Trans Main
Design Eng I Fountain Hills
Subtotal

330
330

$ 1,381,264
121,156

s 1,502,420

2005
2006

2.50%
2.50%

2.22%
222%

$
$
$

47,446
1,345

48,791

330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330

$ 1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996
1996

2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%
2.50%

2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%
2.22%

$Install war svc @ 15038 scab.
Install war svc @ 16637 almost
Install war svc @ two ctr
Install air svc @ 16353 e.arow
Install vvtr svc @ 13804 saguaro
Install war svc @ 13804 saguaro
Install war svc @16850 Nicklus
Install war svc @15361 G/eagle
place war svc @14213 angular
place war svc @14226 angular

Install war svc @Jiffy Sub ctr
Install war svc @16418 desert
place war svc @13221 andover
place war svc @11015 Inca
place war svc @11449 Inca
place war svc @LA Fuentes opts
place war svc @12271 Chama
place war svc @16439 Nicklaus
place war svc @17426 Calico
place war svc @11214 Prtridge
place war svc @14218 Saguaro
place war svc @16932 Parlin
place war svc @ Plat 202
place war svc @16629 Almond
place war svc @ Almond dr (2)
place war svc @ EI Pueblo (2)
place war svc@17303 el pueblo
place war svc@17252 el pueblo
water service@ 12031 Lamont
rpt war svc@ 16069 Glenbrook
rpt war svc@17005 Enterprise
Lab.Mat to install copper ser
LabMat to install copper sew
Subtotal $

1,203
1,309
1,309
1,113
1,234
1,301
1,353
1,203
1,513
1,407
1,407
1,097
1,203
1,293
1,203
1,393
1,203
1,353
1,097
1,118
1,248
1,052

17,773
1,422
1,354
1,354
1,203

946
1,203
1,602
1,203

39,965
42,556

138,726 $

312
339
339
288
327
337
350
312
392
364
364
284
312
335
312
491
312
350
284
290
323
272

4,603
368
351
351
312
245
312
415
312

10,351
11,022
35,930

Service Line 1994 334 s 12,481 1994 2.50% 8.33% s 4,810

Meter installation 330 $ 23,674 1973 FULLY DEPRECIATED $ 23,674

Fire Hydrant & DIP 311 $ 10,368 2005 2.50% 12.50% $ 1,555

1996 MatlLab inst new hydrant 333 $ 42,984 1996 2.50% 3.33% s 11,729

Chairs (5) & Conference Room 333 $ 1,814 1993 2.50% 3.33% s 631

Collection & impounding Reservoirs 305 $ 6,548 2003 2.50% 2.50% s 573

347 $ 67,303 2003 2.50% 10.00% $ 11 ,357
16,832
2,570

Reclass Adjustment to match Staff PIS
Balance at 12/31/2003
A/D balance at 12/31/2003

2004 Additions
2005 Additions
2006 Additions

347
347
347

$
s
$
s

16,445 2004
2005
2006

2.50%
2.50%
2.50%

10.00%
10.00%
10.00%

$
22,794

106,542
1,140

31,899

Line
M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
71

SUPPORTING SCHEDULES
Rebuttal B-2, page 3.3

1 .
Half~year convention
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Chaparral City Water Company
Test Year Ended December 31, 2006

RCND Rate Base Proforma Adjustments

Exhibit
Rebuttal Schedule B-3
Page 1
Witness: Bourassa

Direct
Adjusted

at
End of

Test Year

Rebuttal
Adjusted

at end
of

Test Year
Gross utility
Plant in Service $ 80,783,568

Adjustment

(2,647,204) $ 78,136,365

Less:
Accumulated
Depreciation 25,894,686 (2,162,620) 23,732,066

Net utility Plant
in Service $ 54,888,882 $ 54,404,299

Less:
Advances in Aid of

Construction 10,225,334 10,225,334

Contributions in Aid of
Construction - Net 9,435,452 9,435,452

819,845
925,896

819,845
925,896

Customer Meter Deposits
Deferred Income Taxes
Investment Tax Credits
Well Settlement Proceeds 646,000 646,000

424,010
192,485

14,521
1,280,000

424,010

Plus:
Unamortized Debt Issuance

Costs
Prepayments
Materials and Supplies
Deferred Regulatory Assets
Working capital

(192,485)
(14,521)

(1 ,280,000)
95,400 95,400

Total $ 34,747,372 $ 32,8711183

Line

N i
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

33
34
35
36
37
38
39
40

SUPPORTING SCHEDULES:
Rebuttal B-3, page 2

RECAp SCHEDULES:
Rebuttal B-1
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Chaparral City Water Company
Test Year Ended December 31, 2006

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1

Details of Column E - Reclassification of Plant

Exhibit
Rebuttal Schedule B-3
Page 3.4.1
Witness: Bourassa

(FROM)
Direct
Plant

Account
307

RCN
Factor

Direct
RCN
Value

(TO)
Rebuttal

Plant
Account

311

Rebuttal
RCN
Factor

Rebuttal
RCN
ValueDescription

Wells#11 Labor/reinstall 250 hp s

Acquisition
Date

9/30/1996

Direct
Original

Cost
$ 65,622 1,3345 $ 87,572 13756 $ 90,266

Water treatment study 2004 $ 34,062 348 1.0000 s 34,062 320 1.0673 $ 36,355

16" Trans Main
Design Eng / Fountain Hills
Subtotal

9/30/2005
8/14/2006

$1,381,264
121,156

$1,502,420

330
330

11095
1.0000

$1,532,512
121,156

51,653,868

331
331

1.0714
10000

$ 1,479,926
121,156

$ 1,601,081

10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
10/31/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
1113011996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
11/30/1996
12/31/1996
12/31/1996

$ 330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330
330

1.4940
114940
1.4940
1.4940
1.4940
114940
114940
114940
1.4940
1.4940
114940
1.4940
114940
1.4940
114940
114940
114940
1.4940
114940
114940
1.4940
14940
1.4940
1.4940
114940
1.4940
1.4940
1.4940
1.4940
1.4940
1.4940
14940
1.4940

s 333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333
333

1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3784
1 .3764
1 .3764
1 .3754
1.3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764
1 .3764

$Install war svc @ 15038 scab.
Install war svc @ 16637 almost
Install war svc @ two ctr
Install war svc @ 16353 e.arow
Install war svc @ 13B04 saguaro
Install war svc @ 13804 saguaro
Install war svc @16850 Nicklus
Install war svc @15361 G/eagle
place war svc @14213 angular
place war svc @14226 angular

Install war svc @Jiffy lab Dr
Install war svc @16418 desert
place war svc @13221 andover
place Mr svc @11015 Inca
place war svc @11449 Inca
place war svc @LA Fuentes opts
place war svc @12271 Chama

rplace war svc @16439 Nicklaus
place war svc @17426 Calico
place war svc @11214 Porridge
place war svc @14218 Saguaro
place war svc @16932 Parlin
place war svc @ Plat 202
place war svc @16629 Almond
place war svc @ Almost dr (2)
place war svc @ El Pueblo (2)
place war svc@17303 el pueblo
place war svc@17252 el pueblo
water service@ 12031 Lamont
rpt war svc@ 16069 Glenbrook
rpt wtrsvc@17005 Enterprise
Lab.Mat to install copper ser
Lab.Mat to install copper ser
Subtotal $

1.203
1.309
1.309
1.113
1.264
1,301
1.353
1.203
1.513
1.407
1.407
1.097
1.203
1.293
1.203
1.a9s
1.203
1,353
1.097
1.11a
1.248
1,052

17,773
1,422
1.354
1,354
1.203

946
1.203
1.602
1,203

39,965
42,556

138,726 $

1.797
1,956
1,956
1,663
1,aaa
1,944
2,021
1,797
2,260
2,102
2,102
1.639
1,797
1.932
1.797
2,633
1.797
2.021
1,639
1,670
1,665
1,572

26,553
2,124
2,023
2,023
1,797
1,41 s
1,797
2,393
1,797

59,707
63,579

207.256 s

1.656
1.802
1.802
1.532
1,740
1.791
1.a62
1.555
2.083
1.937
1.937
1.510
1.656
1.780
1.656
2.510
1.656
1.862
1.510
1,539
1,718
1.448

24.453
1,957
1.864
1.954
1.555
1.302
1.656
2,205
1.655

55,008
58,575

190.946

Service Line 1994 10/26/1994 s 12,481 334 14267 $ 17,806 333 1.4195 $ 17,718

Meter installation 1/31/1973 s 23,674 330 2.7500 $ 88,776 334 14411 $ 34,115

Fire Hydrant & DIP 3/31/2005 $ 10,368 311 1.0248 $ 10,625 335 1.0816 $ 11,214

1996 Mat/Lab inst new hydrant 12/31/1996 $ 42,984 333 1.3764 $ 59,164 335 1.5482 $ 66,549

Chairs (5) & Conference Room 12/31/1993 $ 1,e14 333 14252 $ 2,585 340 1 4021 $ 2.543

Collection & Impounding Resewc 2003 $ 6.548 305 13993 $ 9,153 330 13993 $ 9.163

Redass Adjustment to match Staff PIS
Adds Through 1988
1990 Additions
1991 Additions
1993 Additions
1994 Additions
1996 Additions
2001 Additions
2004 Additions
2006 Additions

$ 347
347
347
347
347
347
347
347
347

1.7041
1.5425
1.4802
1.3952
1.3603
1.2849
1.1383
1.0672
1.0000

339
339
339
339
339
339
339
339
339

1.7041
1.5425
1.4802
1.3952
1.3603
1.2549
1.1383
1.0672
1.0000

$

Line

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
71
72

$

7,075
33,108
1 ,508

453
210
359

24,590
16,445
22,794

106,542 $

12,057
51,068
2,232

632
286
461

27,992
17,551
22,794

135,072 $

12,057
51,068
2,232

632
286
461

27,992
17,551
22,794

135,072

SUPPORTING SCHEDULES
B-2, page 3.3.1
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Chaparral City Water Company
Test Year Ended December 31, 2006

Computation of Working Capital

Exhibit
Rebuttal Schedule B-5
Page 1
Witness: Bourassa

Cash Working Capital
Prepayments
Materials and Supplies

$ (111 ,606)
192,485

14,521

Total Working Capital Allowance $ 95,400

Working Capital Requested $ 95,400

Line
No.

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES:
RUCO Lead-Lag Study
E-1

RECAP SCHEDULESI
Rebuttal B-1
Rebuttal B-2



Chaparral City Water Company
Test Year Ended December 31, 2006

Income Statement

Exhibit
Rebuttal Schedule C-1
Page 1
Witness: Bourassa

Test Year
Adjusted
Results Adiustment

Test Year
Settlement
Adjusted
Results

Proposed
Rate

Increase

Settlement
Adjusted
with Rate
Increase

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$ 7,364,411 $ 58,310 $ 7,422,721 $ 2,990,957 $ 10,413,678

$
82,289

7,446,700 $ 58,310 $
82,289

7,505,010 $ 2,990,957 $
82,289

10,495,967

Operating Expenses
$ $ $

(10,186)
11,619

969,244
831,656
602,982
127,457
104,609
19,800

266,544
43,458

(43,217)

969,244
821,470
614,600
127,457
61 ,392
19,800

228,495
25,638

969.244
821 .470
614.600
127.457
61 .392
19.800

228.495
25.638

(38,049)
(17,820)

70,430
(1 ,294)

70,430
(1294)

70.430
(1 ,294)

Salaries and Wages
Purchased Water
Purchased Power
Chemicals
Repairs and Maintenance
Office Supplies and Expense
Qutside Services
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Commission Exp. - Rate Case
Miscellaneous Expense
Depreciation Expense
Amortization of Well Settlement

34,633
38, 164

(64,075)

179,504
1,298,112
1,543,944

(76,000)

179.504
1298.112
1.543.944

(76,000)
(64,000)

$
$

144,871
1,259,948
1,608,019

(76,000)
64,000
47,873

295,813
270,020

6,849,429
797,271

$
$

(44,320)
112,589
(84,663) $
142,973 $

47,873
251 ,493
382,609

6,564,766
940,244

$
$

1,154,476
1,154,476
1,836,481

$
$

47.873
251 .493

1 ,537,085
7,719,242
2,776,725

Amortization of CAP
Taxes Other Than Income
Property Taxes
Income Tax

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income (loss)
Interest Expense
Other Expense

(368,024) (368,024) (368,024)

Total Other Income (Expense)
Net Profit (Loss)

$
$

(368,024)
429,247

$
$ 142,973

$
$

(368,024) $
572,219 $ 1,836,481

$
$

(368,024)
2,408,700

L ine
N o .

1
2
3
4
5
6
7
8
9

1 0
1 1
1 2
1 3
14
1 5
1 6
1 7
1 8
1 9
2 0
2 1
2 2
2 3
24
2 5
2 6
2 7
2 8
2 9
3 0
3 1
3 2
3 3
34
3 5
3 6

3 7
3 8
3 9
4 0

SUPPORTING SCHEDULES:
Rebuttal C-1, page 2

RECAP SCHEDULES:
Rebuttal A-1
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Chaparral City Water Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Rebuttal Schedule C-2
Page 3
Witness: Bourassa

Pronertv Taxes:

$

$
$

7,505,010
7,505,010

10,495,967
8,501,996

17,003,991

$

Rebuttal Adjusted Revenues in year ended 12/31/06
Rebuttal Adjusted Revenues in year ended 12/31/06
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2
Add:
Construction Work in Progess at 10%
Deduct:
Book Value of Transportation Equipment 474,679

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 16,529,313
22%

3,636,449
6.9159%

Property Tax
Tax on Parcels

251,493
0

$Total Property Tax at Proposed Rates
Property Taxes in the test year
Change in Property Taxes $

251 ,493
295,813
(44,320)

Line

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23

24
25
26
27
28

Adjustment to Revenues and/or Expenses $ (44,320)



chaparral City Water Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 3

Exhibit
Rebuttal Schedule C-2
Page 4
Witness: Bourassa

Rate Case Expense

Rate case Expense for instant case
Rate case expense for Remand
Total Rate case expense

$
$
$

280,000
258,511
538,511

Estimated Amortization Period (in Years) 3.0

Annual Rate Case Expense $ 179,504

$ 144,871Test Year Rate Case Expense

Increase(decrease) Rate Case Expense $ 34,633

Line

M
1
2
3
4
5
6
7
8
g

10
11
12
13

14
15

16
17
18
19
20
21
22
23
24

Adjustment to Revenue and/or Expense $ 34,633



Chaparral City W ater Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit
Rebuttal Schedule C-2
Page 5
Witness: Bourasse

Revenue Annualization Adiustment

Revenue Annulization per Rebuttal Filing
Company Revenue Annualization per Direct Filing

$ (250,897)
(309,207)

Increase (Decrease) in Revenues $ 58,310

Adjustment to Revenue and/or Expense $ 58,310

Line

1
2
3
4
5
6
7
8
g

10

11
12
13
14
15
16
17
18
19
20
21
22

SUPPORTING SCHEDULES
C-2, page 5.1 to 5.15
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Chaparral City Water Com party
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 5

Exhibit
Rebuttal Schedule C-2
Page 6
V\litness: Bourassa

Remove Amortization of CAP Allocation

CAP Amortization Per Direct Filing (See also Staff Adj. 5 on Sch MEM-18) $ 04,000

Line

M
1
2
3
4
5
6
7
8
9
10
11

12
13
14
15
16
17
18
19
20

Adjustment to Revenue and/or Expense $ (64,000)



Chaparral City Water Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 6

Exhibit
Rebuttal Schedule C-2
Page 7
Witness; Bourassa

Capitalized Expenses

Remove Capitalized Expenses in Outside Services Expense (Staff Schedule MEM-10)
Disallowed Late Filing Penalty (per Staff Adj. #10, schedule MEM-23)
Rate Case Expense for Appellate Counrt (per Staff Adj. #10, schedule MEM-23)

$ (37,674)

(45)
(330)

Increase(Decrease) in Outside Services Expense $ (38,049)

$ (43,217)Remove Capitalized Expenses in Repairs and maintenance (RUCO Schedule MEM-10)

Increase(Decrease) in Repairs and Maitnenance $ (43,217)

Line
No.

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16

17
18
19
20
21
22
23
24
25

Adjustment to Revenue and/or Expense $ (81 ,266)



Chaparral City Water Company
Test Year Ended December 31, 2001

Adjustment to Revenues and Expenses
Adjustment Number 7

Exhibit
Rebuttal Schedule C-2
Page 8
VVhtness: Bourassa

Water Testing Expense per Staff (Staff schedule MEM-24) $ 25,638

Water Testing Expense per Direct Filing 43,458

Increase (decrease) in Water testing Expense $ (17,820)

Line

M
1 Water Testinq Expense
2
3
4
5
6
7
8
9
10
11
12
13
14

15
16
17
18

19
20
21
22
23

Adjustment to Revenue and/or Expense $ (17,820)



Chaparral City Water Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 8

Exhibit
Rebuttal Schedule C-2
Page 9
Witness: Bourassa

Purchased Water

$

6,978
966

7,944
21

Central Arizona Project water allocation 2006 (acre feet)
Additional CAP allocation (acre feet) - Adjusted by 50%
Central Arizona Project water allocation 2006 (acre feet)
2008 capital cost per acre foot (take or pay)
Total Capital Cost $ 166,814

$

6,978
260

(596)
6,642

92

Central Arizona Project water delivered 2006 (acre feet)
Excess CAP water delivered 2006 (acre feet)
Additional gallons from annualization in acre feet
Total CAP water (acre feet)
2008 delivery cost per acre foot
Total Mal Cost $ 611,106

Total CAP purchased water $ 777,920

260
67%

Ground Water pumped 2006 in acre feet
Excess Capacity percentage
Total projected gallons pumped
Central Arizona Ground Water Replenishment District Assessment Fee per acre foot $

174
250

43,550

$Total Purchased Water Cost
Rebuttal Purchased Water Cost
Increase (decrease) $

821 ,470
831,656
(10,186)

L ine
N o.

1
2
3
4
5
6
7
8
9

1 0
1 1
1 2
1 3
14
1 5
1 6
1 7
1 8
1 9
2 0
2 1
2 2
2 3
2 4
2 5
2 6

2 7
2 8
2 9

3 0
3 1
3 2

Adjustment to Revenue and/or Expense $ (10,186)



Chaparral City Water Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 9

Exhibit
Rebuttal Schedule C-2
Page 10
Witness: Bourassa

Annualize power cost for additional gallons from annualization of revenues

Gallons sold in Test Year (1 ,000's)
Cost per 1,000 gallons per Direct Filing
Additonal gallons from annualization (in 1,000's) in adjustment 6

2,084,339
0.32514

(194,058)

Rebuttal Purchased Power adjustment $

$

(63,095)

(74,714)

11,61 so

Direct Purchased Power Adjustment

Adjustment to Revenue and/or Expense $

L ine

t i ;
1
2
3
4
5
6
7
8
9

1 0
1 1
1 2

1 3
14
1 5
1 6
1 7
1 8
1 9
2 0
2 1

SUPPORTING SCHEDULES
Rebuttal H-1
Direct C-2, page 11



Chaparral City Water Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 10

Exhibit
Rebuttal Schedule C-2
Page 11
Witness: Bourassa

Miscellaneous Expense

$ 34,557,114

(251 ,538)
(1 ,040,585>

GO Allocation Expense Pool Per Direct Filing
Adjustments:
Membership dues for California
Investor related expenses

Adjusted GO Allocation Expense Pool per Rebuttal $ 33,264,991

Allocation factor 4.00%

Revised allocation of GO expenses $ 1 ,330,600

Allocated GO expenses per Direct filing $ 1292,436

Increase (decrease) in Miscellaneous Expense $ 38,164

Line

N91
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25

Adjustment to Revenue and/or Expense $ 38,164



Chaparral City Water Company
Test Year Ended December 31, 2006

Adjustment to Revenues and Expenses
Adjustment Number 11

Exhibit
Rebuttal Schedule C-2
Page 12
Witness: Bourassa

Interest Synchronization

$ 27,767,249
1.194%

Fari Value Rate Base
Weighted cost of debt (from D-1) (short and long-term)
Interest Expense per Rebuttal Filing
Interest Expense per Direct Filing

$ 331,609
368,024

Line

1
2
3
4
5
6
7
8
9
10

11
12
13
14
15
16
17
18

19
20

Increase (decrease) in Interest Expense

Adjustment to Revenues and/or Expense

(36,416)

36,416



Chaparral City Water Company
Test Year Ended December 31, 2006

Computation of Gross Revenue Conversion Factor

Exhibit
Rebuttal Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

Other Taxes and Expenses 0.00%

38.60%Total Tax Percentage

Operating Income % = 100% - Tax Percentage 61.40%

Gross Revenue Conversion Factor1

Operating Income % 1 .6286

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
A-1
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Chaparral city Water Company
Test Year Ended December 31, 2006

Cost of Preferred Stock

Exhibit
Rebuttal Schedule D-3
Page 1
Witness: Bourassa

End of Test Year End of Proiected Year

Line
No .

Description
of Issue

Shares
Outstanding Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE, NO PREFERRED STOCK ISSUED OR OUTSTANDING

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES:
E-1

RECAP SCHEDULES:
Rebuttal D-1



Chaparral City Water Company
Test Year Ended December 31, 2006

Cost of Common Equity

Exhibit
Rebuttal Schedule D-4
Page 1
Witness: Bourassa

Line
No .

The Company is proposing a cost of common equity of 11 .5%.
1
2
3
4
5
6
7
8
Q

1 0
11
12
1 3
14
1 5
1 6
1 7
1 8
1 9
2 0

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rebuttal D-1
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Chaparral City Water Company
Test Year Ended December 31, 2006

Revenue Summary
V\Ath Annualized Revenues to Year End Number of Customers

Exhibit
Rebuttal Schedule H-1
Page 1
Witness: Bourassa

Percent
Chanqe

Percent
of

Present
Water

Revenues

Percent
of

Proposed
Water

Revenues
Meter
Size

3/4 Inch
1 Inch

1.5 Inch
2 Inch
3 Inch

Class
Residential
Residential
Residential
Residential
Residential

Present
Revenues

$ 3,455,850
2,342,394

31 ,414
123,686

10,012

$

Proposed
Revenues

4,655,740
s, 150,272

42,256
166,173
13,436

$

Dollar
Change

1,199,890
807,877
10,842
42,487

3,424

34.72%
34.49%
34.51%
34.35%
34. 19%

45.08%
30.56%
0.41%
1.61%
0.13%

42.24%
28.58%

0.38%
1.51%
0.12%

Subtotal 5,963,356 8,027,876 2,064,520 34.62% 77.79% 72.84%

3/4 Inch
1 Inch

1.5 Inch
2 Inch
3 Inch
4 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

s 67,867
98,616

140,840
222,208

14,217
34,290

$ 91,337
132,660
189,480
298,523

19,056
46,128

23,471
34,044
48,639
76,315

4,839
11,83a

34.58%
34.52%
34.54%
34.34%
34.04%
3452%

0.89%
1.29%
1.84%
2.90%
0.19%
0.45%

0.83%
1.20%
172%
271%
017%
0.42%

Subtotal 578,038 $ 777,183 $

$

199,146 34.45% 754% 7.05%

3/4 Inch
1 Inch

15 Inch

Industrial
Industrial
Industrial

$

$ 304
272
328

$ 410
366
441

106
94

113

34.78%
34.36%

0.00%
000%
0.00%

0.00%
0.00%
0.00%

Subtotal 904 $ 1,216 312 34.53% 0.01% 0.01%$

$ $ 89.05%
95.98%

0.90%
2.33%
1.75%
2.11%
1.99%
4.21%

1.19%
318%
2.36%
2.85%
2.93%
6.24%

3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch
6 Inch

Irrigation
Irrigation
Irrigation
Irrigation
Irrig : son
Irrigation

69,200
178,745
134,012
161,987
152,769
322,475

130,820
350,299
260,613
314,013
322,747
687,598

61,620
171,554
126,602
152,026
169,977
365,123

93.85%
111.26%
113.23%

Subtotal 1,019,188 2,066,090 1 ,046,902 102.72% 13.30% 18.75%

$ $ 77
971
453

42.77%
7157%
70.11%

000%
002%
001%

0.00%
0.02%
0.01 %

3/4 Inch
1 Inch
2 Inch
3 Inch
4 Inch

Construction
Construction
Construction
Construction
Construction

181
1 ,357

646
18,826
2,247

259
2,328
1 ,099

35,555
3.753

$

$ 67.07% 003% 0.03%

Subtotal 23,256 $ 42,993 $

1,507

19,737 84.87% 0.30% 0.39%

3 Inch
4 Inch

Fire Hydrant Meter (Irrigation)
Fire Hydrant Meter (Irrigation)

$

$ 65,878
9,178

$ 88,263
12,350

22,385
3,173

33.98%
34.57%

0.86%
012%

0.80%
0.11%

Subtotal 75,055 $ 100,613 25,558 34.05% 0.98% 0.91%

34 inch
1 Inch

1.5 Inch

Fire Sprinkler
Fire Sprinkler
Fire Sprinkler

$

$ 5, 164
244
363

$ 5,165
245
363

1

1

1

0.03%
0.54%
024%

0.07%
0.00%
0.00%

0.05%
0.00%
0.00%

Subtotal 0.06%

43.78%

0.08%

100.66%

0.05%

100.00%

Line

* M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
51
52

Total Revenues Before Annualization

$ 5,770 $ 5,774

s 7,665,568 s 11,021,746 s

3

5,356,178



Chaparral City Water Company
Test Year Ended December 31, 2006

Revenue Summary
V\Ath Annualized Revenues to Year End Number of Customers

Exhibit
Rebuttal Schedule H-1
Page 2
\Aptness: Bourassa

Revenue Annualization

Percent
Chanqe

Additional
Bills to be

Sold

Schedule
NumberMeter

Size
3/4 Inch
1 Inch

1.5 Inch
2 Inch
3 Inch

Class
Residential
Residential
Residential
Residential
Residential

Present
Revenues

$ 2.317
65,260

860
253

1,790

Proposed
Revenues

$ 3, 122
87,764
1,157

340
2,403

Dollar
Change

805
22,504

297
87

613

34.74%
34.48%
34.51 %
34.34%
34.23%

61
1,415

7
1
5

Additional
Gallons to
be Pumped
(In 11000'5)

639 C-2, P71
13,151 C-2, P72

215 C-2, P78
72 C-2, P74

421 C-2, P75

Subtotal $ 70,480 $ 94,786 24,306 34.49% 1 ,489 14,497

3/4 Inch
1 Inch

1.5 Inch
2 Inch
3 Inch
4 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

$ (50)  $
2,647
1.934
(778)
(206)

(68)
3,561
2,602

(1,046)
(276)

(17)
914
668

(267)
(70)

0.00%
34.52%
34.54%
0.00%
0.00%
0.00%

(1)
38
12
(3)
(1)

(14) c.2, P7.6
704 c-2, P77
551 C-2, P7B

(222) C-2, P7.9
(24) C-2, P7.10

Subtotal $ 3,547 $ 4,774 49,839 1405.30% 45 996

3/4 Inch
1 Inch

1.5 Inch

Industrial
Industrial
Industrial

$ $ 0.00%
0.00%
000%

Subtotal $ $ 000%

$ 792
e,s85
1 ,901

$ 1 ,484
12,847
3,681

G93
6,262
1,780

21
78
12

324 c-2, P741
3,086 C-2, P7.12

869 C-2, P713

3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch
6 Inch

Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation

<101 ,269)
(232,932)

(220,273)
(506,290)

(119,004)
(273,357)

87.53%
95.10%
93.63%

0.00%
0.00%
0.00%

(2) (64,916) c.2, P'/'.14a&b
(148,914) c-2, P7.15a&b

Subtotal $ (324,924) s (708,551) (383,627) 118.07% 109 (209,550)

3/4 Inch
1 Inch
2 Inch
3 Inch
4 Inch

Construction
Construction
Construction
Construction
Construction

$ s 0.00%
0.00%
000%
0.00%
000%

Subtotal $ $ 0.00%

3 Inch
4 Inch

Fire Hydrant Meter (Irrigation)
Fire Hydrant Meter (Irrigation)

$ s 0.00%
0.00%

Subtotal $ $ 0.00%

34 inch
1 Inch

1.5 Inch

Fire Sprinkler
Fire Sprinkler
Fire Sprinkler

$ $ 0.00%
0.00%
0.00%

Subtotal $ $ 0.00%

Line
42.
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
KG
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56

57
Total Revenue Annualization _s (250,897) s .(60a,9911 $ (309,482) 0.00% 1 ,643 (194,058)



Chaparral City Water Company
Test Year Ended December 31, 2006

Revenue Summary
With Annualized Revenues to Year End Number of Customers

Exhibit
Rebuttal Schedule H-1
Page 3
\Aptness: Bourassa

Line
No.

Present
Revenues

Dollar Percent
Change

Percent
of

Present
Water

Revenues

Percent
of

Proposed
Water

Revenues
$ 43.78%

142.73%
40.43%

10000%
-3.27%

100.00%
-553%

$ 7,665,568 $
(250,897)

$ 7,414,671 $

Proposed
Revenues

11 ,021 ,746
(608,991 )

10,412,755 $

Change
3,356,178

(358,094.01)
2,998,084

$ s 0.00% 107% 0.75%

$

82,289
s,0s0

7,505,010 $

82,289
923

10,495,967 $
(7,127)

2,990,957 39.85% 000% 000%

$

$

$

7,665,568
7,673,618

(8,050)
-0.10%
050%

38,368

1
2
3 Subtotal Metered Revenues
4 Subtotal Revenue Annualization
5 Total Metered Revenues
6
7 Misc Revenues
8 Reconciling Amount to GL
9 Total Water Revenues

10
11
12 Revenue Reconciliation
13
14 Revenue per bill count before revenue annualization
15 Revenue per GL (metered water revenues)
16 Difference
17 Difference %
18 Tolerance %
19 Tolerance Amount + or _
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Acceptable? YES



Chaparral City Water Company
Test Year Ended December 31, 2006

Customer Summary

Exhibit
Rebuttal Schedule H-2
Page 1
Witness: Bourassa

Line
No.

Average
Average Bill

Present Proposed
Rates Rates

Proposed Increase
Dollar Percent

Amount Amount
3/4 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch

Meter Size. Class
Residential
Residential
Residential
Residential
Residential
Subtotal

(a)
Average

Number of
Customers

at
12/31/2006

8,368
4,000

21
39
3

12,431

Consumption

8,450
10,095
29,821
72,924
70,225

$ 32.38
48,14

12055
255.77
322.97

$ 43.63
64.74

162.15
344.96
433.41

11.26
16.60
41.60
88.19

110.44

34.77%
34.49%
34.51 %
34.35%
34.19%

3/4 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Subtotal

115
114
66
71
5
4

375

12,528
17,907
47,735
68,389
34,550

186,146

$ 46.97
67.83

165.69
245.34
233.06
696.09

$ 63.22
91.24

222.92
32958
31239
936.41

16.25
23.41
5723
84.24
79.33

240.32

34.59%
34.52%
34.54%
34.33%
34.04%
34.52%

3/4 Inch
1 Inch
1.5 Inch

5,375 s
$
$

24.63
22.70
65.56

s
$
$

33.20
30.50
88,14

8,57
7.80

22.58

34.82%
34.36%
34.44%

Industrial
Industrial
Industrial
Subtotal

1

1

0

2

8,000

3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch
6 Inch

Irrigation
Irrigation
irrigation
Irrigation
Irrigation
Irrigation
Subtotal

145
170

68
52

4
3

442

16,732
41,781
76,173

119,346
1,813,070
5,451,042

$
$
$
s
s
$

39.70
87.88

164.23
259.18

3,055.39
8,957.63

$
$
$
$
$
$

75.05
172.22
319.38
502.42

6,454.93
19,099.93

35.35
84.34

155.15
243.24

3,399.54
10,142.31

89.05%
95.98%
94.47%
93.85%

111.26%
113.23%

3/4 Inch
1 Inch
2 Inch
3 Inch
4 Inch

Construction
Construction
Construction
Construction
Construction
Subtotal

1
3
0
4
1
8

959
11 .803
36,000

180,682
94,500

$
$
$
$
$

15.10
41.11

129.16
427.86
374.42

$
$
$
s
$

21.55
70.54

219.71
808.07
625.54

6.46
29.42
90.55

380.21
251 .12

42.77%
71.57%
70.11%
88.86%
67.07%

3 Inch
4 Inch

Fire Hydrant Meter (Irrigation)
Fire Hydrant Meter (Irrigation)
Subtotal

26
1

26

26,121
516,917

$
$

211.82
1,529.63

$
s

283.80
2,058.38

71.98
528.75

33.98%
34.57%

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47

34 inch
1 Inch
1.5 Inch

Fire Sprinkler
Fire Sprinkler
Fire Sprinkler
Subtotal

4 3
2
3

4 8

3
63
28

$
$
$

10.01
10.16
10.07

s
s
$

10.01
10.21
10.09

0.00
0.05
0.02

0.03%
0.54%
0.24%

Total 13,333
(a) Average number of customers of less than one (1), indicates that less than 12 bills were issued during the year.



Chaparral City Water Company
Test Year Ended December 31, 2006

Customer Summary

Exhibit
Rebuttal Schedule H-2
Page 2
Witness: Bourassa

Line
No.

Proposed Increase
Dollar Percent

Amount Amount
3/4 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch

Meter Size. Class
Residential
Residential
Residential
Residential
Residential
Subtotal

(3)
Average

Number of
Customers

at
12/3112006

8,368
4,000

21
39
3

12,431

Median
Consumption

5,500
7,500

21,500
51 ,500
83,000

$

Median Bill
Present Proposed
Rates Rates

24.94 33.62
41 .60 55.94
99.58 133,93

202.78 272.29
355.16 476.74

$ 8.68
14.34
34.35
69.51

121.58

34.82%
34.47%
34.49%
34.28%
34.23%

3/4 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Subtotal

115
114
66
71
5
4

375

4,501
5,500

13,500
21,500
12,500
79,500

s 24.94
36.56
79,42

127.18
177.50
427.34

$ 33.57
49.16

106.79
170.53
237.60
574.66

8.62
12.60
27.37
43.35
60.10

147.32

34.58%
34.45%
34.46%
34.08%
33.86%
34.47%

3/4 Inch
1 Inch
1.5 Inch

Industrial
Industrial
Industrial
Subtotal

1

1

0

2

3,500 $
$
$

19.90
22.70
45.40

$
s
s

26.84
30.50
61.00

6.94
7.80

15,60

34.87%
34.36%
34.36%

3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch
6 Inch

In'igation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Subtotal

145
170
68
52
4
3

442

8,500
15,500
24,500
63,000

157,000
1,312,000

$
$
$
$
$
$

26.86
46.88
83.62

171 .28
471 .92

2,500.72

$
$
$
$
$
$

47.13
83.08

144.10
311 .30
837.54

5,060.30

20.27
36.20
60.48

140.02
365.62

2,559.58

75.47%
77.21%
72.33%
81 .75%
77.48%

102.35%

3/4 Inch
1 Inch
2 Inch
3 Inch
4 Inch

Construction
Construction
Construction
Construction
Construction
Subtotal

1
3
0
4
1
8

11,500
59,000
19,500

106,000

$
$
$
$
$

13.60
40.64

165.04
176.42
392.36

$
$
$
$
$

18.30
69.51

297.73
261.34
664.55

4.70
28.87

132.69
84.92

272,19

34.56%
71 .03%
80.40%
48.14%
69.37%

3 Inch
4 Inch

Fire Hydrant Meter (Irrigation)
Fire Hydrant Meter (irrigation)
Subtotal

26
1

26

9,500
561,500

$
$

169.94
1,641 .98

$
$

227.42
2,209.61

57.48
567.63

33.83%
34.57%

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47

34 inch
1 Inch
1.5 Inch

Fire Sprinkler
Fire Sprinkler
Fire Sprinkler
Subtotai

43
2
3

48

$
$
$

10.00
10.00
10.00

$
$
$

10.00
10.00
10.00

0.00%
0.00%
0.00%

Total 13,333
(a) Average number of customers of less than one (1), indicates that less than 12 bills were issued during the year.
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Chaparral City Water Company
Changes in Representative Rate Schedules

Test Year Ended December 31, 2006

Exhibit
Rebuttal Schedule H-3
Page 3
Witness: Bourassa

Present Proposed
Rates Rates

$ $ 25.00
$ $ 35.00
$ $ 35.00
$ $ 50.00
$ $ 35.00

(a)
(a)

$ $ 50.00
(b)
(c)
(c)

$ $ 25.00
1.50% 1.50%

$ 25.00 $ 25.00

25.00
35.00
35.00
50.00
35.00

(a)
(a)
50.00
(b)
(c)
(c)
25.00

Line
No. Other Service Charges

1 Establishment
2 Establishment (After Hours)
3 Reconnection (Deliquent)
4 Reconnection (Deliquent and After Hours)
5 Meter Test
6 Deposit Requirement (Residential)
7 Deposit Requirement (None Residential Meter)
8 Hydrant Meter Deposit
9 Deposit Interest
10 Re-Establishment (With-in 12 Months)
11 Re-Establishment (After Hours)
12 NSF Check
13 Deferred Payment, Per Month
14 Meter Re-Read
15 Charge of Moving Customer Meter -
16 Customer Requested per Rule R14-2-405B
17 After hours service charge, per Rule R14-2-403D
18
19
20 Late Charge per month
21 Off-site Facilities Hook-up Fee (See H-3, page 5)
22 CAP Hook-up Fee (See H-3, page 5)
23
24 (a) Residential - two times the average bill. Non-residential - two and one-half times the average bill.
25 (b) Interest per Rule R14-2-403(B).
26 (c) Minimum charge times number of full months off the system. per Rule R14-2-403(D).
27 (d) New water installations. May be assessed only once per parcel, service connection, or lot within a sub-
28 division. Purpose is to equitably apportion the costs of constructing additional off-site facilities to provide
29 water production, delivery, storage, and pressure among all new service connections.
30 (e) New water installations. May be assessed only once per parcel, service connection, or lot within a sub-
31 division. Purpose is to recover the costs of additional 1,931 a.f. of CAP allocation. Fee will be recomputed
32 annually to take into account carrying costs of unrecovered balance and annual payment.
33
34 IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
35 iTs CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
36 TAX. PER COMMISSION RULE 14-2-409D(5).
37 ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, OVERHEADS,
38 AND ALL APPLICABLE TAXES, INCLUDING ALL GROSS-UP TAXES FOR INCOME TAXES, IF APPLICABLE.
39
40 All advances and/or contributions are to include labor, materials and parts, overheads and all applicable taxes.
41 including all gross-up taxes, if applicable.

Cost
Refer to
Above

Charges
15%

(d)
(8)

Cost
Refer to
Above

Charges
15%
(d)
(e)



Chaparral City Water Company
Test Year Ended December 31, 2006

Meter and Service Line Charges

Exhibit
Rebuttal Schedule H-3
Page 4
Witness: Bourassa

Meter and Service Line Charges

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch /Turbine
2 Inch / Compound
3 Inch /Turbine
3 Inch / Compound
4 Inch /Turbine
4 Inch / Compound
6 Inch /Turbine
6 Inch / Compound
8 Inch & Larger

Present
Service

Line
Charcle

$ 385.00
385.00
435.00
470.00
630.00
630.00
805.00
845.00

1 ,170.00
1 ,23000
1 ,730.00
1 ,770.00
At Cost

$

Present
Meter
Install-
ation

Charge
135.00
215.00
255.00
465.00
965.00

1,690.00
1,470.00
2,265.00
2,350.00
3,245.00
4,545.00
6,280.00
At Cost

$

Total
Present
Charge

520.00
600.00
690.00
935.00

1,595.00
2,320.00
2,275.00
3,110.00
3,520.00
4,475.00
6,275.00
8,050.00
At Cost

Proposed
Service

Line
Charge

$ 385.00
385.00
435.00
470.00
630.00
630.00
805.00
845.00

1 ,170.00
1 ,230.00
1 ,730.00
1 ,770.00
At Cost

Proposed
Meter
Install-
ation

Charge
$ 135.00

215.00
255.00
455.00
955.00

1,590.00
1,470.00
2,255.00
2,350.00
3,245.00
4,545.00
6,280.00
At Cost

Total
Proposed
Charge

$ 520.00
600.00
690.00
935.00

1,595.00
2,320.00
2,275.00
3,110.00
3,520.00
4,475.00
6,275.00
8,050.00
At Cost

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33

N/T = No Tariff



Chaparral City Water Company
Test Year Ended December 31, 2006

Hook-Up Fees

Exhibit
Rebuttal Schedule H-3
Page 5
Witness: Bourassa

Off-site Facilities Hook-up Fee

Line
No.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch or larger

$

Present
Charcle

1,000
1,500
2,500
5,000
8,000

16,000
25,000
50,000

$

Proposed
Charqe

1,000
1,500
2,500
5,000
8,000

16,000
25,000
50,000
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INTRODUCTION AND QUALIFICATIONS.

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

On behalf of the applicant, Chaparral City Water Company ("CCWC" or "the

Company").

ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

AND REBUTTAL TESTIMONY ON RATE BASE, INCOME STATEMENT,

REVENUE REQUIREMENT AND RATE DESIGN IN THIS CASE?

Yes. My background and qualifications are discussed in my direct testimony on

those aspects of the case.

DID YOU ALSO PREPARE DIRECT TESTIMONY ON THE COST OF

CAPITAL ON BEHALF OF CCWC IN THIS CASE?

Yes, I also provided direct testimony on the cost of capital, including the cost of

equity, in this case.

11. SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY.

A. Summarv of Companv's Rebuttal Recommendation.

WHAT IS THE PURPOSE OF THIS PORT10N OF YOUR REBUTTAL

TESTIMONY?

1

2

3

4

5

6
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8

9
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14
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21
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23
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26

In this portion of my rebuttal testimony I will provide updates of my cost of capital

analysis and recommended rate of return using recent financial data. I also will

respond as appropriate to the direct testimonies of Mr. Pedro Chaves and Mr.

Gordon Fox on behalf of the Utilities Division ("Staff") of the Arizona Corporation

Commission ("Commission") and the direct testimony of Mr. William A. Rigsby

FENNEMORE CRAIG
PR{)FISS[ONAL CORPORATION

PHOENIX

A.

A.

A.

A.

Q.

Q.

A.

1



on behalf of the Residential Utility Consumer Office ("RUCO").

Q- PLEASE SUMMARIZE YOUR UPDATED COST OF CAPITAL

ANALYSIS.

A. Since the Company's direct filing, the cost of equity has increased substantially, as

indicated by the Discounted Cash Flow ("DCF") model and the Capital Asset

Pricing Model ("CAPM"). The table below summarizes the results of my updated

analysis using those models:

Range

11.1% - 14.4%

9.0% _ 11.4%

10.6% - 12.7%

DCF Average Results 10.2% - 12.8%

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Midpoint

DCF Constant Growth (earnings growth) 12.7%

DCF Constant Growth (sustainable growth) 10.2%

Two-Stage Growth Model 10.9%

11.5%

CAPM Historical Market Risk Premium 10.7%

CAPM Current Market Risk Premium 18.3%

10.7%-18.3% 14.5%

10.5%-15.6% 13.0%

The schedules containing my updated cost of capital analysis are included with my

rebuttal schedules, attached to my other rebuttal testimony. Attached to this

testimony are Exhibits 1 through 6, which are discussed below.

I also prepared rebuttal testimony that addresses the Company's rebuttal rate

base, its income statement (revenue and operating expenses), its required increase

in revenue, and its rate design and proposed rates and charges for service. For the

convenience of the Commission and the parties, that testimony has been filed

separately in this case.

Average CAPM Results

Average Overall Results

2



Q- PLEASE SUMMARIZE YOUR RECOMMENDED COST OF DEBT AND

EQUITY, AND YOUR RECOMMENDED RATE OF RETURN ON RATE

BASE AT THIS STAGE OF THE PROCEEDINGS.

A. The Company's recommended capital structure consists of 23.42 percent debt and

76.58 percent common equity as shown on Rebuttal Schedule D-1. Based on my

updated cost of capital analysis, I am recommending a cost of equity of 11.5

percent for the Company. The Company's recommended cost of debt is 5.1

percent based on a cost of short-term debt of 3.98 percent and a cost of long-term

debt of 5.33 percent.

Based on my 11.5 percent recommended cost of equity, the Company's

weighted cost of capital ("WACC") is 10.0 percent, as shown on Rebuttal Schedule

D-l. I recommend that the WACC be used as the rate of return and applied to the

Company's fair value rate base ("FVRB") to compute the Company's required

operating income, consistent with the Company's position in its prior rate case,

Docket No. W-02113A-04-0616.

Q- IS THE COST OF SHORT-TERM DEBT LOWER THAN IN THE

COMPANY'S DIRECT FILING?

A. Yes. The short-term borrowing rate for CCWC's parent, American States Water, is

based upon the London InterTAN Borrowing Rate ("LIBOR"). Because the short-

term rate is adjusted based on the LIBOR, I am recommending that the current 12-

month LIBOR rate, 3.98 percent, be used as the cost of short-term debt.

Q- IS YOUR REBUTTAL COST OF EQUITY RECOMMENDATION HIGHER

THAN IN YOUR DIRECT TESTIMONY?

1

2

3

4

5

6

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

A. Yes. In my direct testimony relating to the cost of capital, which was filed more

than one year ago, I recommended a cost of equity of 10.5 percent based on

financial infonnation from July 2007. My current recommendation, 11.5 percent,

3



is based on current financial information. The methodologies that I have used are

same. However, key inputs into the DCF and CAPM models have changed over

the past year. For example, the average beta of the public traded water utilities in

my sample group (which is also Staffs sample group) has increased substantially,

indicating that water utilities have become a much riskier investment. This, in tum,

indicates that the cost of equity has increased.

Q- WHY ARE YOU RECOMMENDING A COST OF EQUITY OF ONLY 11.5

PERCENT, WHEN YOUR FINANCIAL MODELS INDICATE THAT A

HIGHER EQUITY RETURN IS APPROPRIATE?

The midpoint of the range of cost of equity estimates is 13.0 percent, as shown

above. Given CCWC's small size, the regulatory methods and policies used in this

jurisdiction (which increase investment risk), and other firm-specific factors, it is

my opinion that at the present time, a cost of equity of 13.0 percent is warranted

and supported by the underlying record. Even so, I am recommending only 11.5

percent to reflect CCWC's desire to keep the revenue increase at or below the

increase requested in its direct filing and to help minimize disputes between the

parties.

Q-

B. Summary of the Recommendations of Staff and RUCO.

PLEASE SUMMARIZE THE COST OF DEBT AND EQUITY

RECOMMENDED BY STAFF AND RUCO, AND THEIR RESPECTIVE

RECOMMENDATIONS FOR THE RATE OF RETURN ON FAIR VALUE

RATE BASE.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19
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23
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25

26

A.

A. Staff determined a cost of equity of 10.0 percent based on the average cost of

equity produced by its DCF and CAPM models (11.8 percent) and a 180 basis

point downward adjustment for CCWC's lower Financial risk as compared to the

publicly traded water utilities in Staff' s sample group. See Chaves Direct



Testimony ("DT") at 35. Staff did not consider any of CCWC's firm-specific risks

other than financial risk. Staff's recommended cost of debt is 5.0 percent, based on

a short-term debt rate of 3.8 percent and a long-term debt rate of 5.4 percent. Id

Based on a capital structure of 24.4 percent debt and 76.6 percent equity, Staff

determined the WACC for CCWC to be 8.8 percent. Id. Then, Staff adjusted the

WACC downward by subtracting 1.2 percent as an adjustment for inflation. Thus,

Staff' s adjusted WACC is 7.6 percent. See Chaves DT at 36.

RUCO determined its recommended cost of equity, 6.83 percent, based on

the average cost of equity of its DCF and CAPM results (8.83 percent) and a

downward adjustment of 200 basis points for inflation. See Rigsby DT at 8.

RUCO's recommended cost of debt is 4.96 percent, based on a short-term debt rate

of 3.13 percent and a long-tenn debt rate of 5.34 percent. Id. at 58-59. Based on a

capital structure of 23.47 percent debt and 76.56 percent equity, RUCO computed a

WACC of 6.38 percent, which is RUCO's recommended rate of return on FVRB .

Id. at 62. RUCO did not consider any firm-specific risks.

Q, WHAT IS THE UNDERLYING BASIS FUR THE APPROACH

EMPLOYED BY STAFF AND RUCO IN DETERMINING CCWC'S RATE

OF RETURN?

1
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A. The approach used by Staff and RUCO in determining the rate of return to be

applied to CCWC's FVRB is based on the methodology adopted in CCWC's

remand proceeding in Decision 70441 (docketed July 28, 2008). In Decision

70441, the Commission determined an adjusted WACC based on the cost of

common equity adopted in Decision No. 68176 (Sept. 30, 2005) reduced by an

inflation factor. The adjusted WACC was then applied to CCWC's FVRB to

derive its authorized operating income. See Decision No. 70441 at 37.

RUCO's approach in this case is identical to the approach adopted by the

5



Commission in Decision No. 70441. Staff's approach is a modified version. The

modification is two-fold. First, Staff recommends that the inflation adjustment also

apply to the cost of debt because inflation is a component cost of debt. See FOX DT

at 5. Second, Staff recommends that the inflation factor recognize that the FVRB

reflects a 50/50 weighting of original cost rate base ("OCRB") and reconstruction

cost rate base ('RCRB"). Because the Company's OCRB (which is one-half of the

FVRB) is based solely on historic or "book" costs and is unaffected by changes in

price levels and other economic factors, Staff recommends that the inflation factor

be reduced by one~half. Id. at 8-9.

Q. WHY HASN'T THE COMPANY ADOPTED AN APPROACH THAT IS

IDENTICAL To, OR A REFINEMENT OF THE APPROACH ADOPTED

IN DECISION 70441, LIKE STAFF AND RUCO?

Decision No. 70441 has been appealed by the Company to Arizona Court of

Appeals. Until this appeal has been decided, it is uncertain whether the approach

adopted in Decision No. 70441 correctly uses the fair value of the Company's

utility plant and property in setting rates. Moreover, if the Company accepted

Decision No. 70441 as settled precedent in this case, the Company arguably would

be waiving its right to assert that the approach adopted in Decision No. 70441 was

erroneous, even if the Court of Appeals again rules against the Commission.

Q- IN YOUR OPINION, WHAT IS WRONG WITH THE APPROACH

ADOPTED BY THE COMMISSION IN DECISION 70441?
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A. The Company's Application for Rehearing, filed in Docket No. W-02113A-04-

0616 on July 31, 2008, provides a detailed discussion of the problems inherent in

Decision No. 70441. Because that application is currently on file with the

Commission, and because certain of the Company's arguments are legal in nature, I

will refer you to that document for a comprehensive discussion of the Company's

A.
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1
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position regarding Decision No.70441 .

As general background here, and in brief, the Company believes that despite

the Arizona Court of Appeals' instruction to use the fair value of the Company's

property in setting rates, and despite the fact that the Company's FVRB was $3.3

million larger than it s OCRB in it s last  rate case,  the Commission on remand

simply set the Company's operating income at a level that was equivalent to the

result  produced by multiplying the WACC by OCRB. The increase in operating

income was only $7,441, which is 0.57 percent greater than the operating income

authorized in Decision No. 68176. The Company believes that  the Commission

should have applied the 7.6 percent rate of return that was used to determine the

Company's operating income in Decision No. 68176 to the FVRB .

The Commission's primary justification for its approach was that applying

the WACC to the Company's FVRB "would over-compensate the Company for

inflat ion." Decision No. 70441 at  30-32, 41. The Company believes that  this

determination was erroneous for several reasons, including the fact that half of the

FVRB is based on the original cost of the Company's plant which, by definition,

contains no inflation, and the Commission's incorrect  belief that  the Company's

fair  value rate base is simply "inflated" by some general measure of inflat ion

instead of being a conservat ive est imate of current  value. The Company also

believes that  Decision No.  70441 vio lated the prohibit ion against  piecemeal

ratemaking because it  considered the impact  of inflat ion in isolat ion, ignoring

inflat ion's impact  on the Company's overall cost  of service. The Commission

considered only the impact of inflat ion on the Company's FVRB and its cost  of

equity, and ignored the evidence presented by the Company regarding the impact

of inflation on the Company's earnings.

7



III.

Q-

FAIR VALUE RATEMAKING.

A. Brief Overview of the "Fair Value" Standard.

GENFRALLY SPEAKING, HOW DOES THE "FAIR VALUE" STANDARD

OPERATE?

A. Under the fair value standard, the rate of return is applied to the current market

value of a utility's plant and property that is devoted to public service. The United

States Supreme Court has explained that this approach is intended to mimic the

competitive market.

[The] fair value standard mimics the operation of the
competitive market. To the extent utilities' investment in
plant are good ones (because their benefits exceed their costs)
they are rewarded with an opportunity to earn an "above-
cost" return, that is, a fair return on the current "market
value" of the plant. To the extent utilities' investments tum
out to be bad ones (such as plants that are canceled and so
never used and useful to t e public), the utilities suffer
because the investments have no fair value and so justify no
return.

Duquesne Light Co. v. Barasch,488 U.S. 299, 308-09 (1989).

In Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591

(1944), the U.S. Supreme Court ruled that other methods of setting utilities' rates

also may be used, and adopted what is sometimes called the "end result" test to

determine whether utilities' rates pass constitutional muster. However, the "end

result" test has been rejected by Arizona courts due to the Arizona Constitution's

requirement that fair value be used to set rates. For example, in Arizona

Corporation Commission v. Arizona Water Co., 85 Ariz. 198, 203, 335 P.2d 412,

415 (1959), the Arizona Supreme Court stated:
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This court has held that under our constitution the Corporation
Commission must find the fair value of the properties devoted

the fair value the
Commission cannot be guided by the prudent investment
theory nor can it use common equity as the rate base standard.

The amount of capital invested is immaterial. Under the

to the public use, and that in determining

8



law of fair value a utility is not entitled to a fair return on its
investment, it is entitled to a fair return on the fair value of its
properties devoted to the public use, no more and no less.

Q- PLEASE DISCUSS WHAT IS MEANT BY A FAIR RATE OF RETURN.

A fair rate of return is achieved when a utility is permitted to set rates and charges

for service at levels where the expected return provides common stock investors a

reasonable opportunity to earn the cost of common equity. Since operating

expenses and interest on debt take precedence over payments to common

stockholders, the common equity shareholders of the company bear the greatest

risk of not receiving expected returns. The U.S. Supreme Court recognized this

requirement many years ago. In describing the appropriate return on a utility's

FVRB, the U.S. Supreme Court, inBluefield Waterworks, stated:

A public utility is entitled to such rates as will permit it to
earn a return on the value of the pro erty which it am lays
for the convenience of the public equate that generally being
made at the same time and in the same general part of the
country on investments in other business undertakings which
are attended by corresponding risks and uncertainties, but it
has no constitutional right to profits such as are realized or
anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.

Blue field Waterworks & Improvement Co. v. Pub. Serv. Comm'n of West Va., 262

U.S. 679, 692-93 (1923). In the Hope decision, the Supreme Court restated this

requirement:

[T]he return to the equity owner should be commensurate
with returns on investments in other enterprises having

That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.

corresponding risks.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26 Hope Natural Gas, 320 U.S. at 603 .
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Historically, a utility's rates were fixed on the basis of providing a fair

return on its FVRB, as shown by the discussion in U.S. Supreme Court decisions

such as Blue field Waterworks, 262 U.S. at 690-92, and MeCardie v. Indianapolis

Water Co., 272 U.S. 400, 408-10 (1926). Arizona courts have continued to state

that the Commission must use a FVRB in setting rates in Arizona. Recently, the

Arizona Supreme Court stated that in a monopolistic setting, "fair value has been

the factor by which a reasonable rate of return was multiplied to yield, with the

addition of operating expenses, the total revenue a corporation could earn." US

West Communications, Inc. v. Arizona Corporation Commission, 201 Ariz. 242,

245, 34 P.3d at 351, 354 (2001). That statement is consistent with the Arizona

Supreme Court's statement inSimms v. Round Valley Light & Power Co., 80 Ariz.

145, 151, 294 P.2d 378, 382 (1956), some 45 years earlier, that the "reasonableness

and justness of the rates must be related to [the] finding of fair value."

In short, the principles stated by the U.S. Supreme Court on what constitutes

a fair rate of return are consistent with the holdings of the Arizona courts. Because

of the constitutional requirements in Article 15 of the Arizona Constitution,

however, the Commission should establish rates that provide a fair rate of return on

the fair value of a utility's property at the time of inquiry, i.e., its FVRB .

Q- STAFF, HOWEVER, ARGUES THAT INVESTORS DO NOT EXPECT A

HIGHER RETURN IF FAIR VALUE IS USED RATHER THAN ORIGINAL

COST (FOX DT AT 9)- DO YOU AGREE?
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A. No. Mr. Fox's argument is erroneous for several reasons. First, I would assume

that investors expect the Commission to follow Arizona law, just as they would

expect any other public utility commission to follow the particular laws applicable

in its jurisdiction. Second, the use of a FVRB may result in a higher return (in

dollars) or a lower return (in dollars) when compared to the use of a OCRB,
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depending on the particular circumstances of the utility. A variety of factors (e.g.,

obsolesce) may cause the FVRB to be lower than OCRB. Finally, in a data request,

the Company asked Staff to provide the basis for Mr. Fox' view of what investor

expect, and Staffs response was non-responsive, indicating that the Staff has no

support for this contention.

Q. MR. FOX ALSO CONTENDS ON PAGE 9 OF HIS TESTIMONY THAT

THE MARKET DETERMINES THE RETURN REQUIRED BY

INVESTORS, AND THAT WATER UTILITIES CANNOT EXPECT TO

EARN A RETURN IN EXCESS OF THE MARKET-DETERMINED RATE.

IS THAT CORRECT?

A. Mr. Fox and I agree on this point. As I will discuss in a moment, in this case the

return (cost of equity) is being estimated by using two market-based finance

models, the DCF model and the CAPM. Therefore, cost of equity estimates can be

applied to FVRB, as required by the Arizona Constitution.

B. The Financial Models Used by the Commission to Estimate the Cost of
Equity Are Market-Based Models, and Do Not Depend on the Tvpe of
Rate Base Used.

Q- YOU HAVE PROVIDED EQUITY COST ESTIMATES FOR CCWC.

THOSE ESTIMATES DEPEND ON THE TYPE OF RATE BASE USED?

DID

No. My cost of equity estimates, as well as those provided by Staff and RUCO, are

unrelated to the type of rate base used, and actually are better suited for use in

connection with a market-based rate base.
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Q- EXPLAIN WHY THAT IS THE CASE.

Like Staff and RUCO, I used the DCF model and the CAPM to derive my estimate

of the current cost of equity, using financial information for a sample group of

publicly traded utilities. Thus, the DCF and CAPM are market-based models that

are implemented with market data. It is not necessary to determine the rate bases

A.

A.
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of the sample utilities to implement these models. Consequently, the estimates

produced by these models are independent of the rate base to which they are

applied.

Equity cost estimates are determined from market data and provide an

estimate of the equity return an investor requires on dollars invested in shares of

common stock. Moreover, when the Commission determines the cost of equity in

a rate case, it normally relies solely on cost of equity estimates derived from

market-based methods such as the DCF model and the CAPM. The Commission

does not use comparable earnings or other approaches that rely on accounting-

based equity returns, which would be more appropriate for use with an accounting-

based rate base, like an OCRB. The Commission's policy of relying on market-

based finance models to estimate the cost of equity has been stated in a number of

cases. For example, in a recent case filed by Arizona-American Water, the ACC

explained:

returns on common
equity, Value Line's

In regard to Arizona-American's arguments that Staffs cost of
equity estimates are inconsistent with recent authorized

equity,
forecasted returns on common equity,

and of forecasted Treasuries, we agree with Staff and RUCO
that while the comparable earnings method was once widely
used to determine equity cost, it has been replaced by market
based corporate finance models, including the DCF and the
CAPM. We further agree that because the DCF method and
the CAPM estimate the cost of equity by quantifying the
anticipated dividends and capital gains investors expect to
earn by purchasing shares of stock with comparable rig , their
results meet theHope comparable risk standard.

realized returns on common

Arizona-American Water Co., Decision No. 67093, at 29 (June 30, 2004).
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Similarly, in a recent case filed by Arizona Water Company, the ACC stated:

In estimating its cost of equity, Arizona Water relied on a risk
premium analysis methodology used by the CPUC staff
which uses comparisons to actual or authorized returns on
equity. This sort of "comparable earnings" analysis has long
been discredited for several reasons, . Market-based

12



methods like the DCF model and the CAPM provide more
reliable estimates of equity cost, because it is capital markets,
not regulatory commissions, that determine the cost of equity.
Use of the risk premium analysis urged
would circumvent the market
as much as possible,
analysis methodology
based "actual" ROEs are equal to the cost of equity.

by the Company
forces that re lation attempts,

to replicate. T e risk premium
erroneously assumes that accounting-

Arizona Water Co., Decision No. 68302, at 37-38 (Nov. 14, 2005). The same

approach was used by the Commission in determining Chaparral City's equity

return in this case. Decision No. 68176 at 17-26.

Q. DOES THAT MEAN THAT COST OF EQUITY ESTIMATES BASED ON

THE DCF AND CAPM MODELS CANNOT BE USED WITH AN OCRB?

No, not at all. Most jurisdictions currently use OCRB as the rate base, and many

apply cost of equity estimates based on the DCF and CAPM models to an OCRB.

My point is that there is certainly no reason why the results of these models cannot

be applied to a market-based rate base. As one expert on regulatory finance has

explained:

on
the basis of market prices, market values, and market cost of

competitive
then the market cost of capital would

In a competitive market, investment decisions are taken

capital. If re lation's role was to duplicate the
result (perfect y, be
applied to the current market value of rate base assets
employed by utilities to provide service.
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Roger A. Morin, New Regulatory Finance 395 (Public Utility Reports, Inc. 2006).

Because the fair value standard is intended to mimic the competitive market, it

makes sense to apply the results produced by models that are market-based to a rate

base that is also market-based.

This point becomes obvious when considering the models used by this

Commission in estimating the cost of equity for rate-making purposes. The DCF

model has two basic components: dividend yield, which is the expected annual

A.
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dividend divided by the price of the stock, and dividend growth, which is the

expected rate of future dividend growth and is largely a function of the firm's

future earnings. Dividend yield is calculated by dividing the expected dividend by

the current market price of the stock, not by the stock's book value. When a stock

is trading above book value, the use of the current market price reduces the

resulting cost of equity, and vice versa. In either case, the cost of equity is market-

based, and if applied to the current value of a utility's plant (i.e., a FVRB), the

utility is properly compensated based on current market conditions, as Dr. Morin

states in his text.

The CAPM focuses on the relative riskiness of an investment in a particular

stock, as estimated by its beta, which is calculated by analyzing its volatility

relative to the market as a whole. Again, this approach is market-based, and

produces an estimate of the cost of equity that is tied to the market price of the

stock - not the stock's book value. The higher the beta, the riskier the stock, which

means that the investor requires a higher return. As I stated earlier, the betas of the

sample group of water utilities has increased substantially since CCWC's last rate

case, indicating that CCWC's cost of equity has increased substantially.1 Again,

applying a cost of equity that is based on the relative riskiness of a group of stocks

trading on a national exchange to the current value of a utility's plant properly

compensates the utility based on current market conditions.

IV. COMMENTS ON THE GENERAL CONCEPT OF AN INFLATION
ADJUSTMENT TO THE RATE OF RETURN APPLIED TO THE FAIR
VALUE RATE BASE.
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Q- BASED ON ARIZONA'S REQUIREMENT TO FIND AND USE FAIR

1 In CCWC's last rate case, the average beta of Staff's sample group was 0.68. Surrebuttal Testimony of
Alejandro Ramirez, Schedule AXR-8 May 5, 2005). The average beta of Staffs sample group in the
current case is 1.01 .- an increase of 0.33 - an increase of nearly 50 percent. Chaves DT, Schedule PMC-
3.
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VALUE IN ESTABLISHING RATES AND THE METHODOLOGIES USED

TO ESTIMATE EQUITY RETURNS BY THIS COMMISSION, DO YOU

AGREE WITH THE CONCEPT OF AN INFLATION ADJUSTMENT TO

THE EQUITY RETURN OR TO THE RATE OF RETURN APPLIED TO

THE FAIR VALUE RATE BASE?
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No. Put simply, the level of earnings provided to a utility through the rate of return

must  support  the current  value of a ut ility's investment or a confiscat ion of its

property will occur. It  does not  matter whether the rate of return includes an

embedded inflation expectation or not. If investors require a part icular rate of

return as compensation for the risk associated with an investment in the equity of a

utility, then anything less than that return will result in a decrease in the utility's

value.

Let  me explain this po int  in more detail.

investor's required return, is the compensation required by investors for postponing

consumption and exposing capital to risk. That is, when investors supply funds to

a utility, they are not only postponing consumption by giving up the alternative of

utilizing their funds in some other way, but they also are exposing their funds to

risk. If there are differences in the risks of investments, competition among firms

for capital will bring different prices. If earnings on an investment of capital meet

the investor's required return (compensation), the price they are willing to pay for

the investment (e.g., for shares of common stock) will not change. If earnings on

an investment are less than that required to meet the investor's required return, then

the price the investor is willing to pay for the stock will decrease. The reverse is

also true .

As I stated earlier, the DCF and CAPM are market-based models used to

est imate the investor's required rate of return on the current  value of common

The cost  o f capit al,  o r  the

A.
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equity capital. Investors are willing to pay, for example, $18.00 for a share of

Aqua America's common stock (the approximate current price) because they

anticipate that Aqua America's current and future dividends will produce a return

that adequately compensates them for risking their funds. However, if regulation

causes a reduction in earnings, inhibiting Aqua America's ability to pay dividends,

the market price of its stock will fall because investors will be unwilling to pay

$18.00 per share in order to receive a reduced return. Eventually, an equilibrium

price will be reached, reflecting the reduction in earnings (and resulting reduction

in dividends) caused by regulation, that will be below $18.00. A stockholder who

purchases shares of Aqua American for an amount greater than the equilibrium

price would suffer a loss as a result.

The same is true with respect to the value of a utility's assets. If the utility

invests funds in plant in anticipation of earning a reasonable return on that plant,

and regulation lowers the return below the cost of equity for the comparable

companies, then the value of the plant that has financed with that investment is

reduced. In that case, a portion of the plant's value (and the investment supporting

it) is effectively confiscated, just as a reduction in the allowed return for Aqua

America will cause the value of its stockholders' investment to be lost when the

price of its stock falls.

Q, IF THE RATE OF RETURN AND THE VALUE OF AN INVESTMENT

ARE INTERRELATED, THEN ISN'T THERE A PROBLEM OF

CIRCULARITY WHEN SETTING THE RATE OF RETURN?
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A. No, not under Arizona's regulatory regime. The methodology for estimating the

current value of the utility's investment (its FVRB) and the estimation of the

investor's required rate of return are independent of each other in Arizona. A

utility's rate base is determined using an asset-based approach rather than an
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income approach or a market-based approach.2 The rate of return (WACC) is

based on the actual, embedded cost of debt and the cost of equity, estimated using

two market-based finance models with inputs based on a proxy of publicly traded

utilities. These models do not consider the rate bases of the sample publicly traded

water utilities. Thus, rate base and rate of return are entirely independent, and no

circularity problem can exist.

Q- PLEASE DEFINE ORIGINAL COST RATE BASE, RECONSTRUCTION

COST AND FAIR VALUE RATE BASE.

A. An OCRB is the depreciated value of the historic cost incurred by a utility for

constructing the assets used to provide the utility services being regulated. In

Arizona court decisions, original cost has also been called "prudent investment."

Reconstruction cost new less depreciation ("RCND") is the cost of constructing the

same plant based on current construction costs, less depreciation. Generally,

account-specific cost indices are multiplied by the original cost of the assets in

those accounts to determine the RCND. The methodology used in this case was

described in my direct testimony on pages 7 to 9. All of the parties at this stage of

the proceeding recommend RCND rate bases of similar magnitudes. All the parties

have accepted the Company's RCN study and the RCND values, with the

exception of some differences based on proposed rate base adjustments. The

recommendations of each of the parties are set forth in my rebuttal rate base and

income statement testimony on page 3.

The FVRB is the rate base that the Arizona Constitution requires the ACC

to use in fixing rates and charges for the utility services being regulated. The

Arizona courts have stated that "[f]air value is measured by the value of a utility's
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For a discussion of the different valuation approaches, please see the Rebuttal Testimony of Harold
Walker III in the CCWC Remand Proceeding (Docket No. W-02113A-04-0616).
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property at the time of inquiry." Chaparral City Water Co. v. ACC, No. 1 CA-CC

05-0002 (Feb. 13, 2007) ("Chaparral City Decision"), at 7. That value is not the

value of the rate base a year ago or the expected value of the rate base at some time

in the future. In this case, the utility's FVRB is the value of the rate base at the end

of the test period, 2006, not a period prior to 2006 or some expected period in the

future.

The ACC's long-standing practice has been to average the utility's OCRB

and its RCND rate base, and use the result as the FVRB. That is a very

conservative approach and is the approach used in the instant case. None of the

parties at this stage of the proceeding disputes the method of computing the FVRB.

However, by applying a rate of return that is arbitrarily reduced below the return

anticipated by investors (as determined by market-based finance models), the

Commission is effectively reducing the FVRB. This methodology is no different

than Staffs use of "zero cost" capital in CCWC's remand proceeding, under which

CCWC would cam no return on a portion of its FVRB. This is not proper rate-

making under Arizona law, which requires that fair value be found and used to set

rates, and ultimately results in confiscation of a portion of the rate base..

v. THE INFLATION ADJUSTMENTS
PROPOSED BY STAFF AND RUCO.

T O  T H E  R A T E  O F  R E T U R N

A. Problems with RUCO's Inflation Adjustment.
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Q- PLEASE COMMENT ON THE INFLATION ADJUSTMENT TO THE

COST OF EQUITY PROPOSED BY RUCO.

RUCO's downward adjustment of 200 basis points to account for inflation is

overstated for two reasons. First, since the FVRB is a 50/50 weighting of OCRB

and RCRB and the OCRB, by definition, does not contain inflation (it is the

original cost to build the plant), RUCO's inflation adjustment should be no more

A.
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than 100 basis points, Le., one-half of its recommended adjustment.

Second, RUCO's inflation adjustment is based on historical information and

is not  a good proxy for future inflat ion that  is contained in investors' expected

equity returns. As Staff argued in CCWC's prior rate case, "analysts who forecast

future rates do not have any more information about the future than what is already

reflected in the current rate" and "[t]he direction of interest  rates cannot be

predicted any better than by the flip of coin." Surrebuttal Testimony of Alejandro

Ramirez, Chaparral City Water, Docket No. W-02113A-04-0616, at  12, 13. In

Decision No. 68176, at page 24, the Commission adopted Staffs argument. In this

case,  Mr.  Chaves has again test ified that  interest  rates cannot  be accurately

forecasted,  and therefore the best  infonnat ion about  the future is reflected in

current Treasury yield. Chaves DT at 43. Obviously the same rationale applies to

estimating future inflation through a comparison of Treasury yields.

Moreover, the use of historical information assumes erroneously that the

actual inflat ion exper ienced by investo rs matched the inflat ion expectat ion

embedded in the cost  of equity when rates were last  set .

evidence that  such matching occurred,  especially given that  CCWC has been

unable to actually earn its authorized return.

A better measure of expected inflation is the difference between the current

spot  yields of intermediate-term Treasuries and their  corresponding inflat ion

indexed intermediate-term Treasuries. This is the approach Staff has used. Chaves

DT at 36. I will address the appropriate proxy for investor-expected inflation in

more detail later in my test imony. For now, based on my analysis, I believe the

appropriate inflation adjustment is, at present, an upward adjustment of 41 basis

points.

In fact ,  there is no
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2 6 Q- WHAT WOULD BE RUCO'S COST OF EQUITY, FAIR VALUE RATE OF
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RETURN AND REQUIRED OPERATING INCOME IF AN UPWARD

INFLATION ADJUSTMENT FACTOR OF 41 BASIS POINTS WERE USED

BY RUCO?

RUCO's cost of equity would increase by 241 basis points to 9.24 percent, the

WACC would increase by 137 basis points to 8.20 percent, and the required

operating income would increase by $500,989 to $2,255,254 from $1,753,848

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q-

B. Problems with Staffs Inflation Adjustment.

PLEASE COMMENT ON THE INFLATION ADJUSTMENT TO THE

RATE OF RETURN PROPOSED BY STAFF?

In contrast to RUCO, Staff" s proposed inflation adjustment of 1.2 percent would

apply to both the debt and equity portions of CCWC's capital structure. While I

disagree that any inflation adjustment is appropriate to either the cost of equity or

the cost of debt, it is especially inappropriate to adjust the cost of debt for future

inflation because debt is an embedded cost that isn't affected by inflation once the

debt has been issued. In other words, debt has a fixed cost, and the cost does not

increase or decrease in response to future price or cost increases in the economy.

A graphic illustration of this point can be found in Mr. Fox's direct

testimony. On page 7, Mr. Fox has provided a chart that shows the average of the

yields on 5- and 10-year Treasuries and the Consumer Price Index ("CPI") for the

years 1962 through 2007. Referring to that chart, assume that in 1972, a utility

issued bonds totaling $1 million, with an annual interest rate of 8 percent and

payable 30 years from the date of issuance. During the 30-year period from 1972

to 2002, the utility's annual debt service - its cost of debt - would be $80,000.

This would be the case in 1980, when the CPI was nearly 14 percent, in 1986,

when the CPI was just over 2 percent, and in 2001, when the CPI was just under 4

percent. Regardless of the current CPI (or any other estimate of inflation) in any

A.

A.
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year shown on Mr. Fox's chart, the utility's cost of debt would remain fixed at 8

percent ($80,000 per year).

Consequently, it would be inappropriate to adjust the cost of debt in setting

rates, since the cost of debt is unaffected by inflation. In fact, referring again to

Mr. Fox's chart, what would happen if the utility had filed a rate case in 1976 when

the CPI was nearly 14 percent, but the annual cost was only 8 percent? Under

Staff's approach, the utility's cost of debt would be reduced by 7.00 percent (one-

half of 14 percent), resulting in a cost of debt of only 1.00 percent, notwithstanding

the fact that the utility would remain legally obligated to pay interest to its bond

holders at the rate of 8.00 percent.

This leads to another, significant problem with Staff's adjustment: debt

represents a contract under which the borrower is legally obligated to pay interest

(the cost of debt). If the borrower fails to pay interest when it becomes due, it

defaults on that contract, and faces legal action or, potentially, insolvency. Thus,

debt is akin to an operating expense, in contrast to common equity, with respect to

which there is no fixed dividend obligation. If the debt cost is adjusted for

inflation, the Company would under-recover its cost of debt. The shortfall would

be made up by shifting a portion of the equity return to pay the cost of debt. For

this reason, there is a substantial difference between the cost of equity, which is

forward-looking and is based on investors' expected, future return, and the cost of

debt, which is fixed and must be paid, regardless of actual earnings.

Finally, I believe that Staff's inflation adjustment factor is overstated.

Again, I will address the appropriate proxy for investor's expectation of inflation in

more detail later in my testimony. For now, based on my analysis, I believe the

inflation adjustment factor should be an upward adjustment of 41 basis points.
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RETURN AND REQUIRED OPERATING INCOME IF AN UPWARD

INFLATION ADJUSTMENT FACTOR OF 41 BASIS POINTS WERE USED

BY STAFF?

Staffs cost of equity would increase by 161 basis points to 10.41 percent, Staffs

cost of debt would increase by 161 basis points to 5.41 percent, the WACC would

increase by 180 basis points to 9.41 percent from 7.6 percent, and Staffs required

operating income would increase by $496, 195 to $2,551,936 from $2,055,831.

Q- IF THE COMMISSION WERE TO DECIDE IT IS APPROPRIATE TO

ADJUST THE COST OF DEBT, WHAT APPROACH WOULD YOU

RECOMMEND?

I would recommend using the current market cost of debt. Otherwise, there would

be a serious mismatch between pre-existing debt and inflation anticipated by

investors in the future. However, to do so would in the instant case would produce

a cost of debt that is higher than the book cost of debt.

Q- PLEASE EXPLAIN WHY THAT WOULD BE THE CASE.

The current cost of an AAA investment-grade bond is 6.37 percent (October 29,

2008). Assuming Staff' s downward inflation adjustment of 1.2 percent, the

inflation-adjusted cost of debt would be 5.17 percent (6.37% less 1.2% equals

5.17%). In contract, Staff's recommended cost of debt is 5.0 percent. I also should

emphasize that it is unclear whether CCWC could actually borrow funds at that

rate. CCWC has no credit rating, and its parent, American States Water, is

currently rated A by Moody's. Thus, the current market cost of debt for CCWC is

likely over 7 percent. Therefore, the market cost of debt, even if it were adjusted

for inflation, is likely around 6.00 percent, and would produce a higher WACC.
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Q. ASSUMING AN INFLATION ADJUSTMENT IS FOUND TO BE

APPROPRIATE IN THE INSTANT CASE, WHAT INFLATION FACTOR

A.

A.

A.
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U.S. Treasu

Constant
Maturity

(Nominal Yield)

Inflation
Indexed

(Real Yield)

Indicated
Inflation

(Deflation)

5 Year 2.75% 3.79% (1.04%)

7 Year 3.21% 3.82% (.061%)

10 year 3.89% 3.06% 0.83%

Average (0.82%)

WOULD YOU RECOMMEND?

I would recommend that the inflation factor be based on average inflation

computed on the 5, 7, and 10-year Treasuries and their corresponding inflation-

indexed counterparts. The following table shows an analysis of inflation based on

the spot yields as of October 29, 2008.

Using the computed expected inflation rate and multiplying it by 0.5 to account for

the fact that one-half of CCWC's FVRB is its OCRB, I would recommend an

upward adjustment for inflation of no more than 41 basis points (0.82% x 0.5 x

100).

Q- WHY YOU RECOMMEND THE USE OF 5, 7 AND 10-YEAR

TREASURIES?

DO
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I have relied on Staff's testimony in CCWC's prior rate case and the Commission's

Responsive Brief filed with the Arizona Court of Appeals. In the prior case, Staff" s

cost of capital witness testified that most investors consider the intermediate time

frame to be the appropriate investment horizon, i.e., they normally consider

holding stocks for 5 to 10 years. See Surrebuttal Testimony of Alej afro Ramirez ,

docket No. w-02113A-04-0616 (May 5, 2005) at 11. In its Responsive Brief, at

page 28, the Commission quoted Mr. Ramirez's testimony. Notably, this position

is consistent with Staff' s use of 5, 7, and 10-year Treasury yields in their CAPM

A.

A.
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and the use of 3 to 5-year stock price appreciation in developing the current market

risk premium ("MRP") for the CAPM. Further, Staff uses 5 years of historical

dividends per share ("DPS") and earnings per share ("EPS") as proxies for the

growth rate used in their DCF models.

If investors do regard stocks as a 5 to 10-year investment, they also consider

future inflation during that same time period. In other words, if an investor expects

to hold a stock for 5 years, he is concerned about inflation during that 5-year period

not inflation a decade later. Thus, it does not make sense to use 20-year

Treasuries to estimate expected inflation while assuming that investors hold stocks

for 5 to 10 years.

Q-

C. Other Problems Regarding the Inflation Adjustment.

WHAT IS THE RATIONALE FOR ADJUSTING THE RATE OF RETURN

TO ACCOUNT FOR FUTURE INFLATION?
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A. The Commission determined that the FVRB contains an inflation component and

that the WACC contains an inflation component. See Decision No. 70441 at 33 .

Consequently, if the WACC is applied to the FVRB without the recognition of

inflation, the impact of inflation would be overstated, and the revenues resulting

from applying the WACC to the FVRB would over compensate the utility. Id.

While I disagree with this rationale for the reasons stated earlier in my testimony, I

would add that adjusting the WACC for inflation without consideration of the

impact on the operating expenses of a utility is piecemeal ratemaking.

Inflation also impacts the utility's operating expenses. Thus, between rate

cases, the utility's operating income and its earnings will both decline due to

increases in operating expenses. These inflationary impacts are not necessarily the

same, nor are they of the same magnitude as the inflation that an equity investor

might anticipate in the future. Utility companies experience price increases for
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specific types of costs which are unrelated to general inflation in the economy at

large. For example, repairs and maintenance costs are impacted by the costs of

materials and labor for construction services. Moreover, the impact on the utility's

earnings caused by increases in operating expenses is much more significant than

potential increases in the utility's RCND rate base.

For example, in Decision No. 68176, the Commission authorized recovery

of adjusted test year operating expenses of $4,003,011 (exclusive of depreciation

and income taxes). Decision No. 68176 at 16. Assuming inflation of 2.46 percent,

as Staff does, operating expenses increased by $98,474 in the year following the

test year ($4,003,0ll x 0.0246), and by over $173,916 between the end of the last

test year (2003) and October 1, 2005. Because rates are set on an historic basis, the

inflationary increase in operating expenses is not reflected in current rates. To put

this in perspective, $98,474 is equal to 8.9 percent of the total operating income

authorized in Decision No. 68176, and equal to 11.4 percent of the effective net

earnings (operating income less debt service) authorized by the decision. In other

words, under an assumed inflation factor, which is arguably low, CCWC was

earning substantially less than its authorized return on equity as soon as new rates

became effective in 2005 .

By contrast, Staff' s inflation factor would cause the Company's FVRB to

increase by $280,083 in the year following the test year ($20,340,298 x 0.012), and

by more than $492,350 between the end of the test year and October 1, 2005. A

substantial portion of that increase would be offset by depreciation. But even if

depreciation is ignored, the impact of this assumed increase in rate base (and the

resulting increase in rate of return dollars) is overwhelmed by the increase in

operating expenses. An increase in the FVRB of $280,083 would translate into

$21,126 of additional operating income ($280,083 x 0.076). The increase in
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operating expenses during that same one-year period would be $98,474, as shown

above. If depreciation is considered, the difference would be much greater.

In short, price and cost increases affect all of Chaparral City's business

activities, not just the current value of its rate base. When combined with the use

of historic test years and the lag inherent in the rate-setting process, the utility is

almost always behind. The use of the fair value of the utility's property as its rate

base simply helps to level the playing field.

Q- DOESN'T THE ASSUMPTION THAT INFLATION IS DOUBLE

COUNTED (IN THE WACC AND THE FVRB) ASSUME THAT UTILITY

HAS RECOVERED INFLATION IN THE PAST?
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A. Yes. And this assumes that the utility has actually earned its authorized return.

Theoretically, the cost of equity includes not only an inflation component, but a

number of other components, including the real risk-free rate of interest, interest

rate risk, business risk, regulatory risk, financial risk, construction risk, liquidity

risk and other firm-specific factors. These components are fluid and change over

time. They are also extremely difficult to disaggregate and individually quantify.

Investors consider these factors both individually and collectively. The authorized

return on equity may understate or overstate the true risk to investors, given that it

is an attempt to estimate what return investors expect to earn in the future if they

purchase shares of stock issued by publicly traded companies that are used as

proxies for CCWC. It is further assumed that an investor would view CCWC as

presenting the same investment risk as the stocks of the proxies.

Putting aside the difficulties inherent in measuring what (if any) inflationary

component the cost of equity adopted by the Commission contains, the "double

counting" inflation argument ignores the fact that authorized rate of return is not

guaranteed. There is no evidence that CCWC has consistently earned its

26



authorized return on common equity in the past, nor is there any certainty that it

will do so in the future. If CCWC hasn't earned its authorized return on equity,

there is no basis on which to assume that inflation is being double counted by

applying the rate of return to FVRB. And, because the cost of debt is a fixed,

recurring obligation, any shortfall in recovering the authorized rate of return is

borne by the utility's investors. Consequently, to suggest that investors have

already fully recovered one or more of the components of the rate of return in the

past is simply speculation.

Q- MR. FOX CONTENDS THAT INVESTORS IN THE UTILITY BENEFIT

THROUGH APPRECIATION IN THE VALUE OF THE UTILITY'S

ASSETS. IS HE CORRECT?

I disagree with the underlying premise of Mr. Fox's argument, which is found on

page 9 of his direct testimony, for several reasons.
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its FVRB -- will

increase by 1.2 percent per year. However, the market value of those assets are

affected by a number of factors, not just "inflation."

Second, the purchasers of the stocks of the publicly traded water utilities in

Staffs sample group also expect that the price of their stock will appreciate. In

other words, their total return on their investment is a combination of future

dividends and an increase in the stock price. Yet in estimating the cost of equity,

Staff has ignored future increases in stock price. On page 42 of his direct

testimony, Mr. Chaves argues that all stock investors care about are future

dividends. A cost of equity that is based solely on future dividends (e.g., the DCF

model) understates the total return expected by investors and, therefore, understates

the cost of equity.

Third, Mr. Fox has ignored the liquidity risk associated in holding the assets

First, Mr. Fox assumes that the value of CCWC's assets

A.

27



of a regulated water utility as opposed to holding shares of publicly traded common

stock. If a shareholder of Aqua America becomes concerned about  his equity

investment  in that  firm, he can sell his stock in a few hours (or,  on-line, much

sooner). In contrast, there is no market for the assets of a water utility. Nor can the

water utility decide to go out of business if its earnings are inadequate due to its

legal obligation to furnish service.

In short, Mr. Fox ignores the basic fact that regardless of whether the value

of CCWC's assets increase (or decrease), its shareholder has no ready means to

obtain that appreciation (or minimize its losses). This is a much different situation

than an investor in the common stock of a publicly t raded firm. The failure to

allow a fair  return on FVRB on the basis of future appreciat ion is,  therefore.

speculative at best, and would deprive CCWC of the opportunity to earn a higher

return if the value of it s asset s increases,  which is cont rary to  the fair  value

standard.

VI. COMMENTS ON STAFF'S FINANCIAL
CHAPARRAL CITY WATER COMPANY.

RISK ADJUSTMENT FOR

Q- YOU HAVE COMMENTS REGARDING STAFF'S FINANCIAL RISK

ADJUSTMENT?

DO
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A. Yes. I have reviewed the basis for Staff's financial risk adjustment and examined

Staffs work papers. I have found several problems with the computation. First, a

beta for CCWC is required to make this adjustment, yet I found no market beta for

CCWC in Staff' s testimony or work papers. Staff assumes the beta of the large

publicly traded utility companies is the beta for CCWC. Consequently, there is no

support for this adjustment. Second, Staff did not use the same inputs regarding

the proposed capital structure for the water utility sample companies that Staff used

in the past and the difference in the computed financial risk adjustment is 70 basis
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points. Third, Staff does not use market value capital structures when unlevering

and relevering the betas. This is an assumption of the Hamada method which Staff

employs. See Ramirez DT at 34.

Based on my computation of the financial risk adjustment using Staff" s

models, the downward financial risk adjustment should be no more than 60 basis

points - 120 basis points less than Staffs 180 basis point recommendation.

Q- BRIEFLY EXPLAIN THE BASIS OF STAFF'S FINANCIAL RISK

ADJUSTMENT COMPUTATION?

Staffs financial risk estimation is based upon the methodology developed by

Professor Hamada of the University of Chicago, which incorporates the beta of a

levered Finn to that of its unlevered counterpart. The equation is

[AL 2 Bull + (1 T)¢]
where [ElL and BU are the levered and unlevered betas, respectively, T is the tax

rate, and (p the leverage, defined as the ratio of debt and equity of the Finn. In

simple terms, Staff unlevers the average beta of the six publicly traded water in its

sample using a ratio of debt and equity. Once the unlevered beta is determined,

Staff relievers the beta using the capital structure of the subject utility. The

relevered beta is then used in Staff' s CAPM models, and the new CAPM results

are compared to Staffs original CAPM results. The computed difference is the

basis of the financial risk adjustment.

Q- PLEASE EXPLAIN WHY YOU BELIEVE THAT STAFF HAS CHANGED

THE WAY IT COMPUTED ITS FINANCIAL RISK ADJUSTMENT AND

THE DIFFERENCE IN THE COMPUTED FINANCIAL RISK

ADJUSTMENT BASED ON THOSE CHANGES.
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A. First, let me say that what prompted a more thorough review of Staffs financial

risk adjustment was the rather shocking 180 basis point reduction to the cost of

A.
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equity in this case. In my experience, I have never seen a Financial risk adjustment

of that magnitude recommended by Staff. The largest downward financial risk

adjustment that I have seen recommended by Staff and adopted by the Commission

was in the recent Gold Canyon Sewer Company ("Gold Canyon") rate case

(Decision 69664 June 24, 2007). In the Gold Canyon case, Staff recommended a

100 basis point reduction to the cost of equity due to a capital structure consisting

of 100 percent equity. I reviewed the Staff work papers in the Gold Canyon matter

and compared them with the Staffs work papers in the instant case in order to try

to discern why the adjustment was so large. In the Gold Canyon case, the capital

structure Staff assumed when it unlevered the beta was 40 percent debt and 60

percent equity. In the instant case, Staff assumed a capital structure of 50 percent

debt and 50 percent equity.

Q- ISN'T THE 50 PERCENT DEBT AND 50 PERCENT EQUITY CAPITAL

STRUCTURE THE ACTUAL BOOK CAPITAL STRUCTURES OF THE

WATER UTILITY SAMPLE COMPANIES IN THE INSTANT CASE?

Yes. However, in the Gold Canyon case, the actual capital structures were more

similar to a 50/50 debt/equity capital structure than the 40/60 debt equity capital

structure employed by Staff.

Q- COULD THIS HAVE BEEN AN OVERSIGHT BY STAFF?
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I am not sure. But reluctantly, I had to defend Staff" s financial risk adjustment in

the Gold Canyon rehearing order to preserve the results of the initial decision in

that case. I pointed out that Staff used an assumed capital structure of 40 percent

debt and 60 percent equity

WHY WOULD A 40/60 DEBT/EQUITY CAPITAL STRUCTURE BE USED

TO UNLEVER THE BETA AS OPPOSED TO THE AVERAGE ACTUAL

BOOK DEBT/EQUITY CAPITAL STRUCTURES OF THE PUBLICLY

A.

A.

Q.
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TRADED WATER UTILITIES?

That question should probably be better answered by Staff. However, presumably,

it is to keep the financial risk reasonable and to encourage utilities to maintain

healthy capital structures by not penalizing utilities for having capital structures

with debt in the capital structure as great as the larger, publicly traded water

utilities. If the view is that utilities should ordinarily have no more than 40 percent

debt in their capital structure, then it would make sense to use the 40/60 debt/equity

ratio when unlevering the beta in the financial risk computation. For example, if a

utility had a capital structure of 35 percent debt and 65 percent equity, Staffs risk

adjustment methodology would not produce as high of a downward financial risk

adjustment using a 40/60 debt/equity capital structure to unlevel the beta as

opposed to unlevering the beta using a 50/50 debt/equity capital structure. Of

course, if that is the underlying rationale, it should be consistently applied for

capital structures of up to 40/60 debt/equity. Then, if Staff actually recommends a

financial risk adjustment, their approach will be consist from case to case and not

appear to be result-driven.

WHAT WOULD HAPPEN IF A UTILITY EXCEEDED 40 PERCENT DEBT

IN ITS CAPITAL STRUCTURE?

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

A. If a utility exceeded 40 percent debt in its capital structure, the methodology

employing a 40/60 debt/equity capital structure to unlevel the beta would produce a

positive financial risk adjustment - essentially rewarding companies for having an

unhealthy capital structure. In those cases, Staff may have to use another approach

to address the higher leverage. Or, as has happened in other cases, Staff simply

may have to not propose a financial risk adjustment unless the percentage of debt is

substantial, say greater than 60 percent. In other words, a financial risk adjustment

should be used only in more extreme cases, where there is very little (or no) debt or

A.

Q.
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Company
(Docket/Decision/Date)

Capital
Structure

Debt/Equitv

Staff
Unadjtd

ROE

Financial
Risk

Adjust.

Staff
ROE

Gold Canyon Sewer Company

(SW-02519A-06-0015,
ACC No. 69664 Jun. 28,
2005)

0/100 10.2% -1.0% 9.2%

a significant amount of debt in the capital structure.

Q. WHAT IS THE DIFFERENCE IN THE FINANCIAL RISK ADJUSTMENT

USING THE 40/60 AND 50/50 DEBT/EQUITY CAPITAL STRUCTURES

TO UNLEVER THE BETA IN THE FINANCIAL RISK COMPUTATION?

70 basis points. The financial risk computation using 40/60 debt/equity produces a

110 basis point downward financial risk adjustment as opposed to the 180 basis

points recommended by Staff in this case.

Q- DOES STAFF CONSISTENTLY RECOMMEND A FINANCIAL RISK

ADJUSTMENT WHEN THE CAPITAL STRUCTURE IS DIFFERENT

THAN THE 40/60 DEBT/EQUITY CAPITAL STRUCTURE?
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Based on the available information to me at this time, no. I have not been able to

complete a thorough analysis, in part, because Staff has not been forthcoming in its

responses to the Company data requests on this subject. See Staff Responses to

Company Data Request 1.51, attached hereto in Exhibit 7. However, the following

is a table of recent cases showing the capital structure, Staff s unadjusted cost of

equity, Staffs recommended financial risk premium, and Staff's recommended

cost of equity.

A.

A.
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Black Mountain Sewer
Company

(SW-02361A-05-0657,
ACC No. 69164 Dec. 5, 2006)

0/100 9.6% 0.0% 9.6%

Goodman Water Company

(W-02500A-06-0281,
ACC 69404 Apr. 16, 2007)

0/100 9.3% 0.0% 9.3%

Arizona Water -- Eastern
Group

(W-01445A-02-0619,
ACC No. 66849 March 15,
2004)

34/66 9.2% -0.2% 9.0%

Arizona Water - Western
Group

(W-01445A-04-0650,
ACC No. 68302 Nov. 14,
2005)

27/73 9.2% 0.0% 9.2%

Chaparral City Water
Company

(W-02113A-07-0551

24/76 11.8% -1.8% 10.0%

As the dat a in t he t able shows,  St aff has no t  a  recommended financial r isk

adjustment on a consistent basis.
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SHOULDN'T WE LOOK AT THESE CASES AND THE

CIRCUMSTANCES IN EACH CASE BEFORE MAKING ANY

PARTICULAR CONCLUSIONS ABOUT WHETHER A FINANCIAL RISK

ADJUSTMENT IS CONSISTENTLY RECOMMENDED BY STAFF?

Yes. However, the view of Staff has been that the only specific risk that should be

considered is financial risk. The standard for whether a utility has more or less

A.
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financial risk than the sample publicly traded water utilities is whether the utility

has more or less debt than the sample publicly traded water utilities. Consequently,

there are no firm-specific factors that would appear relevant other than capital

structure, and I am not aware of Staff discussing any Finn-specific risk factors in

connection with recommending a financial risk adjustment. By this measure and

based on the limited sample provided above, Staff has been inconsistent.

Q- PLEASE EXPLAIN WHY MARKET VALUE CAPITAL STRUCTURES

SHOULD BE USED IN STAFF'S FINANCIAL RISK ADJUSTMENT AND

YOUR COMPUTED FINANCIAL RISK ADJUSTMENT OF 50 BASIS

POINTS.

A. Professor Hamada developed his methodology using market values of the firm.

Market values are relevant.3 Other authorities in the subject of finance recognize

that market values of the Finn are relevant when it comes to leverage and financial

risk.4 This is logical given that Professor Hamada's formula is an extension of the

CAPM, which is a market-based model that does not consider book or accounting

data, as I have explained.

Q- HAS STAFF PROVIDED ANY SUPPORT FOR USING BOOK DEBT AND

EQUITY?

A. No. Staff's discussion on the subject other their financial risk adjustment is sparse.

See Chaves DT at 34-35. It is difficult to address this subject adequately at this

time without knowing Staffs rationale and authoritative support for the use of

book values. I have been unable to find any authority for using book value in the

3 "Effects of the Firm's Capital structure on Systematic Risk of Common Stock," Journal ofFinance, Vol.
27 No. 2 (May 1972)435-453.
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4 Shannon, P. Pratt, Cost of CapilaI - Estimations and Applications, John Wiley & Sons 83-85, Roger A.
Morin. New Regulatory Finance (2006) 221-25.
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Hamada formula.

Q. WHAT FINANCIAL RISK ADJUSTMENT HAVE YOU COMPUTED

USING STAFF'S MODELS AND MARKET VALUES?

I computed a downward financial risk of 60 basis points. I used the market value

of equity for the publicly traded water utilities, which I computed using their

market-to-book ratios as set forth in Staff' s testimony. For debt, I used the book

value of debt as the market value. According to Dr. Morin, this is an appropriate

assumption.5 To compute the market value of CCWC's equity, I used Staffs

recommended FVRB less Staff' s book value of debt for the Company as set forth

in their testimony. This is consistent with the finding of value for the Company in

the instant case. Alternatively, I could have estimated the market value of

CCWC's equity using the average market-to-book ratio of the sample publicly

traded utility companies. Using the FVRB approach is more conservative.

Q- BASED ON THE 60 BASIS POINT DOWNWARD FINANCIAL RISK

ADJUSTMENT AND THE 41 BASIS POINT UPWARD INFLATION

ADJUSTMENT, WHAT WOULD BE STAFF'S COST OF EQUITY, COST

OF DEBT, "FAIR VALUE" RATE OF RETURN AND REQUIRED

OPERATING INCOME?

Staffs cost of equity would increase by 281 basis points to 11.61 percent. Staffs

cost of debt would increase by 161 basis points to 5.41 percent. Staffs rate of

return would increase by 250 basis points to 10.1. Staffs required operating

income would increase by $675,503 to $2,731,334 from $2,055,831.
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HOW DOES THIS COMPARE TO YOUR RECOMMENDED COST OF

EQUITY, COST OF DEBT, RATE OF RETURN, AND REQUIRED

OPERATING INCOME AT THIS STAGE OF THE PROCEEDING?

5 Morin, supra at 224.

A.

A.
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I am recommending a cost of equity of 11.5 percent, a cost of debt of 5.1 percent, a

WACC (ROR on FVRB) of 10.0 percent, and an operating income of $2,776,725.

VII. RESPONSE TO THE TO THE TESTIMONY OF MR. CHAVES ON THE
COMPANY'S COST OF CAPITAL ANALYSIS

Q- PLEASE RESPOND TO MR. CHAVES' CRITICISMS ON PAGES 38-41

REGARDING YOUR RELIANCE ON ANALYSTS' FORECASTS OF EPS

GROWTH FOR THE GROWTH RATE IN YOUR DCF MODELS?
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A. Mr. Chaves' spends a considerable amount of time criticizing my approach in

estimating the appropriate growth rate. But he admits that analysts are likely to

have considered historical measures of growth in developing their forecasts. See

Chaves Dt at 39. As I testified in my direct testimony, in estimating future growth,

financial institutions and analysts have already taken into account all relevant

historical information on a firm as well as other more recent information. Any

further recognition of the past will double count what has already occurred. See

Bourassa DT at 30. In fact, the study discussed in the article that I cited in my

direct concluded that of the four methods of estimating the growth component of

the DCF model, analysts' forecasts of earnings performed the best, while historic

earnings and historic dividends growth were third and fourth, respectively. 6

Staff gives 50 percent weight to historic growth rates, despite the extremely

low results these inputs produce. Exhibits 5 and 6 illustrate the extremely low and

unrealistic results produce by the historical DPS and EPS growth rates. For

example, as shown in Exhibit 5, using historical DPS growth rates as estimates of

growth produce indicated costs of equity below the cost of debt for 4 of the 6

publicly traded water utilities -- one as low as 3.8 percent. Thus, while Mr. Chaves

6 David A. Gordon, Myron J. Gordon and Lawrence I. Gould, "Choice Among Methods of Estimating
Share Yield," Journal of Portfolio Management (Spring 1989) 50-55.

A.
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criticizes my approach, he does not explain why indicated costs of equity below the

cost of debt are reasonable and should be considered in this case. Again, analysts'

forecasts would already incorporate historical infonnation into their estimates. Id.

It is therefore logical to conclude that Staffs growth estimates are distorted by

incorporating the historical data and therefore cannot be used.

Mr. Chaves' reliance on the study by David Brennan is also puzzling. See

Chaves DT at 40. Even though Mr. Brennan has criticized analysts' growth rates as

being too optimistic, Mr. Brennan also says investors rely on those forecasts.

We have also seen that in spite of high error rates being
recognized for decades, neither analysts nor investors who
religiously depend on them have altered their methods in any
way."
The Next Generation.

(Dav ld Bremen, Contrarian Investment Strategies:
Simon & Schuster. New York page

115-116.)

If investors rely on analysts' growth rate forecasts, those forecasts should be used

to determine the cost of equity. Those growth rates influence the prices investors

will pay for stocks and thus impact the dividend yields. The dividend yields

change until the sum of the dividend yield plus the growth rate equals investors'

perceived cost of equity. Had the growth forecasts been lower - as Mr. Chaves

suggests they should be - the stock prices would be lower and dividend yields

would be higher, but there would not necessarily be any difference in the ultimate

estimate of the cost of equity.

Q- PLEASE RESPOND TO MR. CHAVES' TESTIMONY ON PAGE 44 OF

HIS TESTIMONY THAT, DESPITE BEING EXTREMELY VOLATILE,

STAFF'S CURRENT RISK PREMIUM RESULTS ARE A REFLECTION

OF CHANGES IN THE MARKET'S CURRENT RISK PREMIUM

RATHER THAN INSTABILITY IN STAFF'S METHOD?
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26 A. Frankly, experts recommend that when estimating the market risk premium
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("MRP") for the CAPM, analysts should rely on returns realized over long time

periods.7 The accuracy of the realized premium as an estimator for the prospective

MRP increases by increasing the number of periods used to estimate it. If a current

MRP is to be used in the CAPM, it should use a short enough period to gauge

current market conditions, without making the estimate so volatile that it becomes

an unreliable indicator of actual realized premiums for the near term. Staff' s

current MRP can produce wide swings in the indicated cost of equity within very

short time periods. This makes it highly dependent on the date on which Staff

chooses to perfonn its estimate. So two utilities with rate proceedings occurring at

the approximately the same time could have very different cost of equity

recommendations from Staff largely the result of their current MRP.

VIII.

Q-

CRITICISMS OF RUCO'S COST OF CAPITAL ANALYSIS

HOW DOES THE SAMPLE OF WATER UTILITIES MR. RIGSBY USED

TO ESTIMATE THE COST OF EQUITY COMPARE TO THE UTILITIES

USED BY THE COMPANY AND STAFF?

A. Mr. Rigsby used four publicly traded water utilities. He used the three largest

water utilities out of the six water utilities that Mr. Chaves and I have used. Mr.

Rigsby's fourth water company is Southwest Water Company. He used Southwest

Water in his proxy group despite the fact that this company derives 57 percent of

its revenue from unregulated activities. In addition, Southwest Water's return on

common equity averaged less than 4.5 percent from 2004 through 2007, and is

projected by Value line to earn returns on common equity of 4.5 percent and 6.0

percent for 2008 and 2009, respectively..

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- TO YOUR KNOWLEDGE, HAS THE COMMISSION EVER USED

SOUTHWEST WATER IN ESTIMATING THE COST OF EQUITY FOR A

7 Morin, supra, at 157.
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WATER OR WASTEWATER UTILITY?

No, not to my knowledge. Nor, to my knowledge, has Staff ever used Southwest

Water.

Q- DOES MR. RIGSBY ALSO USE SAMPLE GAS COMPANIES TO

DEVELOP HIS ESTIMATE OF THE COST OF EQUITY? HOW DO

THEY COMPARE TO THE SAMPLE WATER COMPANIES?

A. Yes. He uses eight natural gas companies. However, the sample gas utilities are

less risky and therefore are not comparable to water utilities. His sample water

companies, for example, have an average beta of 1.05, while his sample gas

companies have an average beta of just 0.82. See RUCO Schedule WAR-7, page l

of 2. That means that the equity cost for the water utility should be substantially

greater than the gas companies, based on their relative riskiness.

Q- HAS THIS ISSUE EVER COME UP BEFORE?

A. Yes. In several prior cases, water utilities presented evidence of the cost of equity

using financial data for a similar group of publicly traded gas companies, which at

that time had a higher average beta than the water utility sample. In rejecting this

evidence, the Commission adopted Staff' s argument that because the water utility

sample had a lower average beta than the gas utility sample, the cost of equity for

the water utility should be lower. For example, in Arizona Water Company's

Eastern Group rate case, the water utility sample had an average beta of 0.59, while

the gas utility sample had an average beta of 0.69. Staff estimated that based on

the difference in the two groups' betas, the sample gas companies has an equity

cost that is 100 basis points higher than the water utilities. Decision No. 66849

(March 19, 2004) at 21. See also Arizona-American Water Company, Decision No.

67093 (June 30, 2004) at 27.
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26 Q. DOESN'T SOUTHWEST GAS HAVE A PENDING RATE CASE? AND IF

A.
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so, IS THAT RELEVANT TO THIS CASE?

Yes, there is a pending Southwest Gas rate case. It is relevant from the standpoint

that CCWC's cost of equity is significantly higher than the gas sample. Therefore,

as the Commission indicated in the decisions cited above, CCWC's authorized

return on equity should be substantially higher than Southwest Gas' authorized

return on equity. At this point, however, the Commission has not issued decision

in Southwest Gas' rate case.

Q- WHAT IS THE IMPACT OF RUCO'S USE OF THE GAS UTILITIES TO

ESTIMATE THE COST OF EQUITY IN THIS CASE?

A. By averaging the results of his equity cost estimate for the water utility sample with

his equity cost estimate for the gas utility sample, Mr. Rigsby has depressed the

cost of equity estimates. For example, the average of Mr. Rigsby's CAPM

estimates for the water companies and gas companies are 8.9 percent and 7.6

percent, respectively. This is a 130 basis point difference. His CAPM estimate for

the gas utilities is 140 basis points below the current cost of Baa investment grade

bonds, which is over 9 percent. His overall estimate of 8.83 percent is also less

than the current cost of investment grade bonds, which demonstrates that RUCO's

methods are biased downward.

Q- WHAT OTHER CONCERNS DO YOU HAVE WITH RESPECT TO MR.

RIGBY'S COST OF CAPITAL ANALYSIS?

Mr. Rigsby employs a geometric average in calculating the risk premium in his

CAPM. His choice to use geometric average depresses his cost of equity estimate

downward. An arithmetic average is the correct approach to use in estimating the

cost of capital, as various experts have explained.8 In fact, the CAPM was

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

8 Richard A. Brealey and Stewart C. Myers, Princqvles of Corporate Finance 156~157 (7th ed. 2003),
Morin, supra, at 156-157, Ibbotson SBBI 2008 Valuation Yearbook 77-78.

A.

A.
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developed on the premise of expected returns being averages and risk being

measured with the standard deviation. As Dr. Morin states,

Since the latter [standard deviation] is estimated around the
arithmetic average, and not the geometric average, it is logical
to stay with arithmetic averages to estimate the market risk
premium. In fact, annual returns are uncorrelated over time,
and the objective is to estimate the market risk premium for
the next year, the arithmetic average is the best unbiased
estimate of the premium.

Q- WHAT IS THE OVERALL COST OF EQUITY ESTIMATE FOR MR.

RIGSBY'S WATER UTILITY SAMPLE COMPANIES EXCLUDING THE

GEOMETRIC MEAN CAPM ESTIMATE?

A. 9.39 percent, which is the average of his DCF model estimate of 9.0% and his

CAPM estimate (using the correct arithmetic average) of 9.78%. By including the

sample gas companies in his cost of capital analysis and using a geometric average

in his the CAPM estimates, Mr. Rigsby has managed to shave nearly 60 basis

points from a cost of equity estimate strictly based on water companies, which are

more comparable to CCWC than the gas companies in Mr. Rigsby's sample.

Q- DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY MR.

BOURASSA?

Yes.

2127577
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9 Morin, supra, at 157-157.
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STAFF'S RESPONSE TO THE
FIRST SET OF DATA REQUESTS

FROM CHAPARRAL CITY WATER COMPANY
TO THE ARIZONA CORPORATION COMMISSION STAFF

Docket No. w-02113A-07-0551
October 16, 2008

1.52. Has Staff proposed an adjustment to its recommended return on equity
utilizing the Hamada formula, or a similar adjustment that takes into
account the amount of debt in that utility's capital structure in any
utility rate cases in the past 18 months? If Staff has proposed such an
adjustment, provide a copy of Staffs cost of capital testimony, and all
workpapers and other materials showing how it was calculated.

RESPONSE: Objection, this data request is overbroad and burdensome,
requests information that is not maintained in the normal course of business
and would be time-consuming and burdensome to compile. Notwithstanding
the above, the following response is provided.

Staff has in prior cases proposed an adjustment to its recommended return on
eq u i t y  u t i l i z i ng  the  Ha ma da  f o rmu l a .  Cop i e s  o f  S t a f f ' s  cos t  o f  c a p i t a l
testimony are available through Docket Control. Staff would point to Docket
No. 07~0209

Respondent: Pedro Chaves
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